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FOREWORD 


The purpose of this symposium is to discuss the investment programs, policies, 
and problems of the institutional investors—life insurance companies, savings and 
commercial banks, trust companies, trust funds, investment trusts, pension funds, and 
endowments. All these investors have certain common characteristics. For example, 
in handling the funds at their disposal for investment, they of necessity must con- 
sider the special relationships, contractual and otherwise, which exist between them 
and the ultimate recipients of the major part of these funds—the depositors or trust, 
insurance, or pension beneficiaries. This relationship clearly imposes on them obliga- 
tions far different from those of the ordinary investor handling his own funds. 
The fiduciary or contractual nature of it compels them to make special provisions for 
safety of capital, for liquidity of funds, and for guarantee of a minimum fixed rate 
of return. The importance and relevance of these factors may vary widely among 
the different types of institutional investor. Frequently these factors come in conflict 
with each other—conservatism for safety of principal may mean reduction of the 
rate of return below the desired level. 

Another common feature of the institutional investors is their comparatively large 
size, both individually and in the aggregate, when viewed in relation to other 
investors. Of course there are numerous small trust funds, but even these are now 
in an increasing number of cases being combined into the larger common trust 
funds. Size, at least up to a certain extent, undoubtedly does offer investment ad- 
vantages, such as more adequate diversification and more comprehensive appraisals 
of investments, but it also creates problems of control, management, and responsi- 
bility. There is the question of monopolistic trends both in respect to certain in- 
vesting institutions’ own business—insurance, banking, or other—and in respect to 
the possible control through investments of other sectors of our economy. Large 
investment institutions in times of expanding governmental activities for defense 
and other functions offer a most convenient and attractive source of deficit financing 
for the government and, as such a channel for the public debt, may have an im- 
portant influence on its size, nature, and ultimate cost. These investing institutions 
are also a supplier of capital and credit for private industrial expansions and business 
activities and here too their investment policies may strongly influence the nature 
and extent of the expansions and of the capital structures of industry and business, 
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including the relationship between equity and debt. This role of the institutional 
investors as substantial suppliers of public and private credit and capital obviously 
must be considered in any program of voluntary or involuntary credit control in 
eras of inflation or deflation and will often have a close relationship to the efforts of 
the government through a central bank or otherwise to deal with the problems 
facing the national economy at such times. Finally, we should not overlook the 
fact that, because of their very size, the institutional investors may well contribute 
large sums of revenue to the states through taxes directly levied upon them, although 
because of the special nature of their funds and investments, difficult questions of 
fair play will be encountered in devising any equitable tax system for them. 

Certainly it is not difficult to see why both federal and state governments have 
taken an extremely active role in controlling and regulating in various ways the 
investments and many other aspects of these institutions. 

This symposium does not contain a detailed examination of all the state and 
federal rules and legislation affecting the investments of these institutions. It 
endeavors to determine, as far as possible, what have been the past investment 
policies and problems of these institutions, what part they have played and are 
playing in our economy, and the significance of the changes which have recently 
occurred here. Do our existing laws enable us to utilize fully their vast and powerful 
financial resources? Do our laws at present encourage them, with the necessary 
but minimum number of safeguards, to employ their skills, organizations, and funds 
wisely and effectively, for the best interests of the nation as a whole? 

Rosert KRAMER. 





THE CHANGING IMPORTANCE OF INSTITUTIONAL 
INVESTORS IN THE AMERICAN CAPITAL MARKET! 


Cuartes H. Scumipr* anp Exeanor J. Stock weL** 


Institutional investors have come to play an increasingly important role in the 
American capital or long-term investment fund market. Over the past 30 years, the 
combined resources of life and property insurance companies, mutual savings banks, 
and savings and loan associations, together with the investments of the commerctal 
banking system, increased from 30 billion to 225 billion dollars. During this same 
period, the proportion of total public and private real estate mortgage and long-term 
corporate debt held by these institutions rose to one-half from somewhat less than 
one-third. If public and private self-insured pension and retirement funds and 
trust departments of commercial banks are also included, the propertion of public 
and long-term private debt held at the present time by institutional, as contrasted 
with individual, investors is even greater. 

Social and economic developments since 1920 have encouraged the growth of insti- 
tutional investors to the point where they now represent a dominant force in the 
capital market. By accepting funds from numerous individuals, including those who 
save only very modest amounts, institutional investors have established a sizable pool 
of long-term investment funds into which new savings are continually being added 
and through which funds obtained from the repayment of outstanding loans flow 
into new investment outlets. 

While the nation-wide operations of many of these institutional investors have 
imparted a mobility to investment funds that has gone far toward offsetting excess 
demand in some areas of the country against over-supply in others, statutory and 
supervisory restrictions to which most of these institutions are subject have largely 
limited long-term financing to various forms of debt, as contrasted with equity, 
capital. At the same time, institutional investors have taken the initiative for de- 


+ The views expressed in this article are the personal ones of the authors and in no way reflect the 
views of the Board of Governors of the Federal Reserve System. rr 

*B.S. in Economics, 1937, M.A. 1940, University of Pennsylvania. Chief, Business Finance and 
Capital Markets Section, Division of Research and Statistics, Board of Governors of the Federal Reserve 
System. Formerly: economist, Capital Airlines; U. S$. Strategic Bombing Survey; Financial Research 
Project, National Bureau of Economic Research, Inc.; instructor, University of Pennsylvania. Member, 
American Finance Association. Co-author (with R. A. Young), THe Errecr oF War on Business 
Financinc (Occasional Paper No. 10, National Bureau of Economic Research, 1943), author, Federal 
Reserve Bulletin (1947-49) and Journal of Finance (1951) articles on business finance, institutional in- 
vestor, and banking subjects and of report entitled “Unsuccessful Postwar Security Financing,” for the 
Joint Committee on the Economic Report (1949). 

** B.A. in Economics and Mathematics, 1936, Vassar College. 
Capital Markets Section, Division of Research and Statistics, Board of Governors of the Federal Reserve 
System. Member, American Finance Association. Author, Federal Reserve Bulletin articles on corporate 


profits and business finance (1946-51). 


Economist, Business Finance and 
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veloping new forms of debt financing that are particularly suited to the specialized 
needs of business concerns. 

As the first of a series on the subject of institutional investors in the capital 
market, this article describes the function and structure of the capital market, the 
underlying social and economic developments which have contributed to the growing 
importance of institutional investors in that market, the investment characteristics 
of certain types of institutions, and their investment activities during the period 
1920-50. Subsequent articles deal more fully with the economic and legal factors 
which govern the investment activities of major classes of institutional investors. 


I 
Tue American Capita Market: Its FuNcTION AND STRUCTURE 


The capital market performs a vital economic function in supplying, out of cur- 
rent or previously accumulated savings, or on occasions through credit expansion, 
long-term or investment funds needed by various public and private users. Both its 
structure and operation are complex, since it consists of numerous individuals, insti- 
tutions, governments, and private businesses, some of which function alternatively as 
suppliers or users of investment funds, and some of which, while serving primarily 
as financial intermediaries, exert a marked influence on the forms, terms, and 
conditions of investment funds. Moreover, the direction, magnitude, and character of 
the flow of such funds through the capital market are subject to pronounced changes 
from time to time as the demand for and supply of investment funds are modified by 
social, legal and economic developments. 


A. Demand for long-term funds 


Among the public users of long-term funds are domestic and foreign govern- 
ments, both national and state or provincial; among the private users are domestic 
and foreign business concerns, educational, charitable and other non-profit institu- 
tions, and individuals. Relative demands of these groups vary markedly from one 
time to another; under certain conditions, such as war or depression, public users 
may completely overshadow, even to the point of excluding, private users. At other 
times, particularly in periods of large business expenditures on new plant and equip- 
ment or substantial construction and purchase of individual housing, private demands 
for long-term funds may dominate the capital market. 

Over the past 30 years, as is shown in Table 1, the proportions as well as the 
dollar amounts of public and long-term private debt outstanding have varied sub- 
stantially.’ In 1930, for example, public users accounted for one-fourth and private 
users for three-fourths of the total of 126 billion dollars of such outstanding debt; 
by the end of 1950, public users accounted for over two-thirds, and private users 
for less than one-third, of a total which had grown, largely as a result of economic 
depression and war, to 414 billion dollars. 


* Long-term debt, as shown in Table 1, includes all federal and state and local government and real 
estate mortgage debt, and corporate debt having an original maturity of one year or more from date of 
issue and held by others than affiliates. 
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TABLE 1. OwnersHip oF Pusiic AND Lonc-TERM Private Dest 





AMOUNT, IN BILLIONS 
oF DoLLars 
Item 


| 
| 1920 | 1930 | 1940 | 1950 


Public and long-term private debt, total!. 5 126 414 
289 


| 125 


414 


Public 
Private. ... , : | 
Holdings of public and private long-term | 
debt, total... ere ; | 


| 
| 
| 
| 
| 
| 
| 
| 
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Co 
Qo 
~ 
%© 
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%© 
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Financial institutions, total 
17 15 
11 9 
21 26 

7 11 

1 1 
15 9 
29 28 


° 


Insurance carriers* 

Savings depositories’. ; : 

Commercial banking system‘ 

Public pension and trust funds® 

Private pension and trust funds®. . . 

Trust departments, commercial banks® 
Other, total... 


> pet et 


mN att wm 


_ 


b 


Cot ambos 


a 


—— 


Nonfinancial corporations’®..........| 4. | {3 
Individual and other".............. | \49 | 


oe 
aw 





2 F 5 
42 95 38 28 23 








1Public debt comprises gross direct and guaranteed obligations of the Federal Government and its agencies and long-term state and 
local government debt exclusive of that held in sinking funds; private debt comprises net long-term corporate debt and real estate mort- 
gages. Source Bonnell, Public and Private Debt in 1950, Survey or CurreNT Business (U.S. Department of Commerce, September 
1951). Public debt figures for 1920 are partly estimated by authors from U. 8. Treasury Department data. 

2Life and property insurance companies; derived from Table 2. 

3 Mutual savings banks, savings and loan associations, and the Postal Savings System; derived from Table 2, and Fepera. Re- 


SERVE BULLETIN. 
4All commercial and Federal Reserve Banks; derived from Table 2. 
5Federa! agency and trust funds and state and local trust and investment funds. Source—U. S. Treasury Department. 
6Self-insured private pension plans. Federal Reserve estimates, based on Department of Commerce and other data. 
7 Less than $500,000,000. 


8 Less than 14 of | per cent. 
®Tentative estimates, based on reports of state banking departments and the Comptroller of the Currency. 


10Source—U. S. Securities and Exchange,Commission and Treasury Department. . 
11 Residual: comprises individuals, unincorporated businesses, foundations and endowments, foreign holdings, security dealers, and 


others. ; 
Note: Details may not add to totals because of rounding. 


1. Public demand for long-term funds. 

Except for the period of the twenties, when foreign governments marketed a sub- 
stantial volume of securities in this country, public demand on the American capital 
market has reflected almost entirely the needs of federal, state and local govern- 
ments. What distinguishes Federal Government borrowing from private, and to a 
certain extent from state and local government, borrowing is the fact that a large 
part of the financing covers operating rather than capital expenditures. Also, Fed- 
eral Government borrowing does not result in many self-liquidating projects; to the 
extent that funds for federal debt repayment become available they are obtained 
from general tax revenues, and unless such revenues exceed current operating ex- 
penses the amount of funds so available may be negligible. Largely because of the 
varying liquidity and portfolio needs of holders of Government securities, a sub- 
stantial part of Federal Government borrowing is done through debt instruments of 
relatively short maturity, despite the fact that the debt may be essentially long-term 


in character. 
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State and local governments do not make any extensive use of short-maturity obli- 
gations for financing such long-term requirements for funds as schools, hospitals, 
highways, bridges, port improvement projects, and water, sewage disposal and recre- 
ational facilities. Instead, they float bonds of extended though sometimes of serial 
maturity that compete with long-term private and Federal Government obligations. 
In one respect, however, state and local government securities have a competitive ad- 
vantage: they are wholly exempt from federal income and excess profits taxes. 


2. Private demand for long-term funds. 

Depending upon over all economic conditions and other factors, private long-term 
credit demands also vary markedly from one period to another and generally, though 
not always, in inverse relationship to those of the Federal Government. Thus, dur- 
ing World War II, when the Federal Government obtained over 200 billion dollars 
from the capital market, corporations and individuals together actually repaid almost 
7 billion dollars of their outstanding debt. In the postwar period 1946-50, however, 
private long-term credit demands totalled nearly 54 billion dollars, compared with 
Federal Government debt repayment of 34 billion. 

The principal long-term financing requirements of businesses are determined by 
their needs for plant and equipment, for more or less permanent expansion of work- 
ing capital, and for refunding outstanding indebtedness. Consequently, business 
demands on the capital market reflect such factors as: the current and prospective 
level of consumer demand, technological developments and competitive forces, gen- 
eral price levels and the relative costs of debt and equity capital, and the availability 
of funds from alternative external and internal sources. During the past 30 years 
aggregate business demand for long-term funds has varied markedly from one period 
to another; likewise, the character of the demand has altered with changes in tax 
laws and the growing institutionalization of investment funds. In the case of corpo- 
rations, the growth in corporate income taxes and the tax-exempt status of some 
financial institutions encouraged debt, as contrasted to equity, financing. Since most 
institutional investors supply debt rather than equity funds to the capital market, 
and since debt capital has in recent years cost less than equity capital, there is a 
natural tendency for business concerns to seek funds from these sources. Moreover, 
the tax-exempt status of life insurance companies has encouraged the development of 
such financing arrangements as the purchase-lease agreement. 

Long-term credit requirements of individuals are confined primarily to the pur- 
chase of farms, houses, and business properties, and are generally handled on the basis 
of real estate mortgages on business or residential property. Such demands custo- 
marily vary with economic conditions, and in the case of residential property, more 
specifically with the rate of new house construction. 


B. Sources of long-term funds 


The principal source of long-term or investment funds is current saving, as repre- 
sented by individuals’ income in excess of expenses, business retained earnings, and 
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government operating surpluses. From time to time the supply of loanable funds 
may be supplemented by an inflow of investment funds from abroad, by the tapping 
of idle cash holdings, or by bank credit expansion. 

Of these various sources, savings of indiyiduals are by far the most important. 
Since the major share of business savings is reinvested in plant and equipment or 
working capital, only those amounts used to purchase Government securities or 
advanced on a long-term basis to other businesses may be regarded as funds generally 
available to the investment market. The Federal Government also supplies long- 
term funds to the capital market in a limited sense only, nemely, through debt retire- 
ment in excess of new borrowing, such as occurred during the twenties. More re- 
cently, however, the Federal Government has on the whole been a net user rather 
than a supplier of savings, its receipts having exceeded its expenditures in only a few 
years. State and local governments, in addition to retiring debt, provide some funds 
to the capital market through the purchase of securities for their pension and retire- 
ment funds. In the early years of American economic development, and as late as the 
twenties, a substantial volume of foreign capital was invested in this country; in 
recent years foreign investors have been withdrawing funds. 

On certain occasions, investment funds have been provided through the credit 
creation powers of the commercial banking system. During World War II, for 
example, the Federal Government obtained a substantial volume of funds in this 
manner. Ordinarily, however, such credit expansion is more important as a source 
of short-term than of long-term investment funds. 

While savings by individuals remain today, as they have been during most of the 
past 30 years, the primary source of long-term investment funds, a growing pro- 
portion of such savings has flowed into the market via financial institutions, including 
insurance carriers, savings institutions, public and private pension trust funds, and 
commercial banks. Between 1920 and 1950, as is shown in Table 1, the proportion of 
public and long-term private debt held by institutional investors of one type or an- 
other rose from about one-half to nearly three-fourths of the total, while the pro- 
portion held by individuals and other non-institutional investors declined by a like 
amount. 

II 
Facrors REsPONSIBLE FOR GROWTH OF INSTITUTIONAL INVESTORS 

The growing institutionalization of investment funds reflects a number of factors, 
among the more important of which are (1) the promotional activities of institutions 
themselves, which have encouraged habits of thrift and more widespread insurance 
against risks of death, property destruction, and accidental loss, (2) the greater 
emphasis on financial security on the part of individuals, particularly since the de- 
pression of the thirties, which has been reflected in the growth in pension and re- 
tirement programs and has given further impetus to saving in such forms as life 
insurance and bank deposits, (3) the redistribution of individual incomes, which has 
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increased the relative importance of savings by lower income groups who consider 
life insurance, deposits in savings and loan associations and banks, and purchases of 
Series E bonds preferable to direct investment in corporate bonds and stocks, and (4) 
increases in individual and corporate income taxes and individual estate and inheri- 
tance taxes, which have altered the savings habits of upper income groups. 

A. Activities of institutional investors 

All types of financial institutions have actively encouraged thrift and insurance 
against loss of life or property, and have provided services that attract the savings of 
individuals. Their promotional activities range from the establishment of school or 
Christmas savings clubs to the provision of specialized insurance and annuity plans. 
In the case of life insurance companies intensive sales efforts, combined with a grow- 
ing awareness on the part of individuals of the need for protection against loss of 
earning power, have resulted in a tremendous growth in the volume of outstanding 
insurance. In each of the past 5 decades except that of the thirties, the volume of life 
insurance in force in the United States has more than doubled, rising from roughly 
g billion dollars in 1900 to 242 billion in 1950.” 

An intangible, but nonetheless important factor contributing to the growth of 
institutionalized saving is the increased public confidence in such institutions that 
has resulted from a more strictly supervised but more flexible banking system, the 
insurance of bank deposits, and the increased responsibilities to the public assumed 
by all types of financial institutions. 

B. Increased emphasis on financial security 

The stock market crash of 1929 and the prolonged depression of the thirties have 
had a pronounced effect on the forms which peoples’ savings take, as individuals 
have sought for themselves and the government has sought for its citizens, greater 
protection against future financial vicissitudes. Voluntary savings in the form of 
life insurance and annuities have increased substantially relative to direct invest- 
ment in common stocks, which are viewed with distrust by many individuals. In- 
voluntary savings, as represented by contributions to pension and unemployment 
compensation funds, are already substantial and are growing at a rapid rate. 

Some forms of retirement and social insurance funds, such as the Federal Civil 
Service Retirement fund and those of a few large corporations, have been in exist- 
ence for a number of years, but the large-scale development of Federal Social 


Security and private pension funds is of comparatively recent origin. Total re- 
sources of federal social insurance and private pension funds other than those ad- 


ministered by life insurance companies increased by roughly 35 billion dollars 
during the forties, as compared with less than 8 billion during the thirties and only 
1 billion during the twenties. 


? Lire Insurance Fact Book (Institute of Life Insurance, New York, 1951). 
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C. Redistribution of individual income and savings 

Prior to 1920, a substantial part of all long-term funds was provided directly by 
well-to-do individuals. During the period since 1920, and particularly since 1930, the 
role of such individuals has diminished, partly as a result of a redistribution of in- 
come. It is estimated that between 1930 and 1945 the proportion of total disposable 
income (net income after federal income taxes) received by the top 5 per cent of 
income recipients declined from 30 per cent to 17 per cent.* Over the same period, 
the average income of the top 5 per cent changed relatively little, while that of the 
lower 95 per cent more than doubled. These contrasting movements reflect both 
the effect of the progressive income tax on higher incomes and the increased income 
of wage-earning groups which has accompanied their improved bargaining power 
and greater productivity. 

While the bulk of all savings is still supplied by the upper income group, the 
failure of its disposable income to keep pace with the growing demand for long- 
term funds has resulted in greater reliance upon savings of the lower income group. 
Since savings habits and preferences of upper and lower income groups differ sub- 
stantially, this redistribution of income has materially altered the channels through 
which savings find their way into investment, and the forms in which long-term 
funds are made available. 

Although total savings of lower income groups represent a substantial volume of 
funds, the aggregates consist of small savings by many individuals, the greater 
part of which arise through contributions to social security and other pension funds, 
or through contractual repayment of mortgage debt. Except in the highest income 
classes, the amount of savings left over after these involuntary and contractual de- 
ductions must be small, not only in dollar terms but also relative to the individual’s 
total income, since, as shown by the 1951 Survey of Consumer Finances, 3 out of 
every 4 spending units with income before taxes of less than $5,000 saved less than 
10 per cent of their total income in 1950. The smaller the proportion of his income 
an individual is able to save, the less risk he is able to assume and the greater his 
desire for liquidity and security is likely to be. For example, 80 per cent of income 
recipients in the $3,000-$4,000 income class prefer assets of unchanging money 
value.5 Consequently, any residual savings of the lower income groups are usually 
deposited in savings and loan associations and savings banks or used for the purchase 
of life insurance and Government Series E bonds. Except for Government bonds, 
these groups make practically no direct investment in long-term debt securities, nor 
do they purchase common stocks despite the high return that such securities have 
yielded in recent years. 


* Simon Kuznets, SHARES OF Upper Income Groups IN INCOME AND Savincs (Occasional Paper 


No. 35, National Bureau of Economic Research, 1950). 
“1951 Survey of Consumer Finances: Part IV, Distribution of Consumer Saving in 1950, 37 Feo. 


Res. Buty. 1061-1078 (Sept. 1951). 
51951 Survey of Consumer Finances: Part I, The Economic Outlook and Liquid Asset Position of 


Consumers, id. at 627-644. 
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D. Changes in income, inheritance and estate taxes 


An increasing burden of federal and state income taxes and estate and inheritance 
taxes has profoundly influenced the savings and investment preferences of indi- 
viduals, and in so doing has facilitated the growth of institutional investors. 

The upper income group, in which savings are greatest relative to income and 
which accounts for the bulk of direct investment by individuals in government and 
business securities, is the one whose relative tax burden has increased the most since 
1920. In the case of income taxes, the effect of the graduated normal and surtax rates 
has been to cut the after-tax yield on taxable investment income in the upper tax 
brackets to a nominal rate and to greatly increase the relative attractiveness of tax- 
exempt state and local government securities. For example, a married person with 
no dependents and an income of $10,000, all of which was earned by one spouse 
would, under the provisions of the Revenue Act of 1948, have to obtain a return be- 
fore tax of 3.0 per cent to realize the same yield after tax as from a 2.5 per cent tax- 
exempt security. A similar individual with an income of $50,000 would have to 
receive a before-tax return of 3.8 per cent, while a person in the $200,000 income 
bracket would require 6.1 per cent. With the higher income tax rates now in effect, 
before-tax returns would need to be even higher to equal tax-exempt yields. 

While income tax considerations favor purchase of tax-exempt state and local 
government bonds in preference to taxable business and Federal Government securi- 
ties, well-to-do individuals may and do take advantage of the lower capital gains 
tax rates by obtaining investment return through appreciation in market value of 
securities. The higher risks attendant upon the realization of capital gains tend to 
restrict the amount of such investment, however, with the result that even among 


the upper income group an increasing volume of funds has been diverted into the 
purchase of annuity and endowment policies. 

Present high levels of estate and inheritance taxes have also influenced the in- 
vestment preferences of individuals and the growth of institutional investors by en- 
couraging the establishment of trusts in order to take advantage of the more favor- 
able tax treatment which they are accorded. 


Ill 
InstTITUTIONAL Investors: THEIR FuNcTIONS AND INVESTMENT PotictEs 
The investment or capital market activities of institutional investors are largely 
determined by their functions, the statutory and supervisory restrictions to which 
they are subject, and the extent and character of their liabilities. Some, like invest- 
ment companies, do little more than invest or reinvest funds to yield the maximum 
return consistent with the degree of risk permitted or assumed, and have no con- 
tractual obligation requiring repayment of the principal upon demand or contingency. 
Some, like property insurance companies, assume a contingent liability which may 


* Joint Comirree Print, Facrors AFFECTING VOLUME AND STABILITY OF Private INVESTMENT 156 
81st Cong., 1st Sess. (1949). 
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or may not result in actual payments to policyholders. Others, including mutual 
savings banks, savings and loan associations, and life insurance companies, are true 
financial intermediaries, accepting deposits or premiums, assuming definite repay- 
ment obligations, and investing the funds in such manner as to assure repayment 
upon demand or contingency and to provide the maximum yield consistent with pro- 
tection of principal. 

While statutory and supervisory investment restrictions have been devised for 
the protection of policyholders and depositors, there is some question as to how 
accurately they reflect the true character of institutional liability or changing con- 
cepts of investment value. Institutions which are not confronted with sudden with- 
drawal demands could well afford to put greater emphasis upon prospective yield, 
and less upon short-run market value, than many statutes or supervisory authorities 
will permit or than many such institutions seem willing to do. For example, it was 
not until 1951 that New York State statutes were revised to permit life insurance 
companies operating in that state to invest up to 3 per cent of their assets in better 
quality common stocks.’ As of mid-1951, the relaxation had not as yet had any 
appreciable effect on life insurance company investment activities. 

Rather than attempting here a detailed account of the activities of all institutional 
investors in the capital market, the role of such investors will be illustrated by refer- 
ence to life and property insurance companies, commercial and mutual savings 
banks, and savings and loan associations. From the standpoint of the capital market, 
institutions which accept and invest a continuing flow of new funds and savings 
are more significant than those which are engaged primarily in the management 
of existing investment portfolios. Even among those institutions which do accept 
new savings, however, there are some which have, for reasons either of size or re- 
stricted activities, only a limited significance. Investment companies, for example, 
though they supply both debt and equity capital, have not yet achieved a size which 
lends the same importance to their role as suppliers of long-term credit as to that 
of insurance companies or savings institutions. Public pension funds, on the other 
hand, are substantial in size but, since their investments are largely restricted to 
government securities, savings channeled into these funds are not directly available 
for meeting private credit demands. 

Private pension funds have not been singled out for discussion because published 
data are not at present available in sufficient detail to permit analysis of their in- 
vestment activities. This is unfortunate, since these funds represent the fastest 


growing type of institutionalized saving. Some of them are administered by in- 
surance companies; their resources are included with those of the administering 
company and their investments are subject to the same restrictions as those of the 
insurance companies. Many private pension funds are administered by the sponsor- 
ing company or by a trustee; these self-insured plans may be expected to supply a 
rapidly growing volume of long-term funds, particularly equity capital. 


™N. Y. Ins. Law §81(13). 
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A. Selected financial institutions 


The overwhelming predominance of long-term debt in the investment portfolios 
of life insurance companies reflects the long-term character of their liabilities and 


Table 2. Assets oF SELECTED INSTITUTIONAL INVESTORS 
(In billions of dollars) 
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| 1920 | 1925 | 1930 | 1935 | 1940 | 1945 | 1950 
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1Unless otherwise noted, data are from Lire Insurance Fact Boox (Institute of Life Insurance, 1951). 

2For - years 1920-35, estimated from reports compiled by the Life Insurance Association of America covering 49 life insurance 
companies. 
3Total somented os as a residual and components estimated from 1921 data. 

than 000,000. 

5For the years ‘1940 and 1945, ll assets as between “cash” and “other” is from Tae Specrator Lire Insvr- 
ance Year Book; for 1950 from THe te — of Life Insurance). 

Includes fire, marine, casualty and surety companies. Data compiled from Tue Spectator Insurance YeaR Booxs, Fire and Marine 
and Casualty and Surety volumes. Life insurance assets of certain companies which also write property insurance are excluded thi - 
out. For the years 1920 through 1930, breakdowns of total assets are authors’ estimates based on 1930 reports of leading companies. 
7Foreign central government securities included with United States Government securities, foreign provincial with state and local 


government securities 
8 Includes cash, real estate holdings, and other admitted assets not shown separately. 
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TasLe 2 (Cont.) 
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Figures for 1920 through 1945 are preliminary Federal Reserve revisions of Comptroller of the Currency data and represent averages 

of June 30 data; for 1950, major items from Federal Reserve Bulletin, others from National Association of Mutual Savings Banks. 

10Includes small amounts of Canadian Government bonds. 

11 Data, except as otherwise noted, are — Operating Analysis Division, Home Loan Bank Board. 

12Authors’ estimates based on data for 192: 

13] ncludes U. 8. Government security holdings of Federal Reserve System and investments and real estate loans of commercial banks; 
excludes term loans. 

14Holdings of United States Government securities, from Banxina anp Monetary Sraristics, and Feoerat Reserve BuLietin 
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For 1920-35, end of year figures represent averages of June 30 figures. 
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statutory and supervisory restrictions which in general prohibit, or limit to a small 
percentage of total assets, investments in corporate stocks. The diversification of life 
insurance company investments is indicated by Table 2 which shows that, as of the 
end of 1950, holdings of government securities, public utility bonds, industrial and 
other business debt securities, and real estate mortgages each amounted to between 
10 and 16 billion dollars. 

The majority of life insurance company obligations are represented by long-term 
contracts with policyholders; the companies’ principal liquidity requirements are 
definitely determinable for some time in advance on the basis of their contractual 
obligations and their mortality experience. Moreover, with a gross cash inflow that 
currently is three to four times the amount of their annual benefit payments, there is 
little need for holding highly liquid assets in order to meet policyholders’ claims. 
This combination of liabilities which are fixed in amount, staggered as to timing, 
and statistically predictable, and of cash inflow in excess of cash outflow means that 
life insurance companies can and do operate in the investment market on a longer- 
term basis than would be feasible for most other institutional investors. Their most 
pressing problem is that of finding sufficient investment outlets for the growing 
volume of funds at their disposal, and they may need to broaden their present outlets 
to include larger amounts of corporate equities. Since there is little likelihood that 
they would need to liquidate investments, yield rather than prospective market value 
could be the more important consideration in their investment decisions.* 

The investments of property insurance carriers, including -fire, marine and 
casualty companies, differ from those of life companies by being more liquid in 
character and less restricted in type. Although the property companies generally 
reinsure in order to spread the risk of localized disasters, they must still be prepared 
to meet possibly large, though random and non-cumulative, demands from policy- 
holders. Liquidity is therefore more important to them than to life insurance com- 
panies and cash and government securities account for a much larger proportion of 
their total assets. The statutory and supervisory restrictions under which property 
insurance carriers operate are more lenient than those for life carriers, particularly in 
regard to irivéstinent in business equities. At the end of 1950, property insurance 
companies held one-fourth of their total assets in corporate stocks and only a nominal 
proportion in real estate mortgages, while for life insurance companies, the distri- 
bution as between these two types of higher-yield investments was exactly reversed. 

The distribution of mutual savings bank assets reflects statutory limitations on 
their investments as well as the relatively high degree of liquidity which must be 
maintained in order to meet withdrawals which might be not only large but cumu- 
lative. Cash and government securities represent more than 50 per cent of total 
assets of this group of institutions. Reflecting statutory limitations, business security 
holdings are confined largely to higher-grade corporate bonds and are a relatively 
small proportion of total investments. 


® Badger, Unusual Features of Life Insurance Investing, 6 J. Finance 77-84 (June, 1951). 
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The major investment activity of savings and loan associations is that of financing 
home purchase or construction. Since their investments are generally limited by 
statute and supervisory authorities to first mortgage loans on houses and small apart- 
ments in the vicinity of the association and to United States Government obliga- 
tions, savings and loan associations have virtually no role in corporate financing. 

The investment activities of commercial banks differ in several important respects 
from those of other financial institutions. First, and most important, commercial 
banks have the power to create money; hence, they are not limited to a fixed volume 
of loanable funds at any one time. During the war period, their purchases of 
United States Government securities provided the Federal Government with a 
substantially larger volume of funds than could be obtained from current savings 
alone; during the postwar period, their sales of such securities to the Federal Reserve 
System have provided a base for private credit expansion. Second, the predominantly 
demand nature of commercial bank liabilities gives them probably the highest 
liquidity requirements of any class of financial institutions. Third, unlike insurance 
companies, their income is fully taxable and the tax-exempt securities of state and 
local governments are particularly attractive to them. As a result of these factors, 
and despite substantial sales of United States Government securities in the postwar 
years, 70 billion of the 88 billion dollars of commercial bank investments (including 
real estate loans) at the end of 1950 consisted of federal and state and local govern- 
ment securities. 

IV 


Tue Evorvine Roxe oF Instirutionat Investors iN THE Capital MARKET 
The series of economic and political developments which characterized the period 
1920-50 had a marked impact on the American capital market. For an analysis of 
the changing role of institutional investors in that market, the 30-year span may be 
broken roughly into four periods of diverse economic developments and demands 
for long-term funds; viz., 10 years (1921-30) of relatively uninterrupted prosperity in 
which private credit demand far exceeded that of the federal and state and local 


governments combined; 10 years (1931-40) of severe economic depression followed by 


slow recovery, during which Federal Government credit demands were substantial 
and those of state and local governments relatively modest, while private credit 
was reduced on balance; 5 years (1940-45) of rearmament and war, during which the 
demands of the Federal Government completely overshadowed those of all other 
groups; and finally, the postwar years 1946-50, when the Federal Government reduced 
the amount of its outstanding debt and private demands for long-term funds again 
dominated the capital market. 

Throughout all these periods, significant changes were taking place in the level 
and structure of interest rates and in methods of business financing which both con- 
tributed to and were the result of the growing importance of intermediary financial 
institutions in the capital market. As the significant role of those institutions may 
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best be illustrated by reference to the postwar period 1946-50, the three earlier periods 
will be discussed in broad perspective, and the postwar period in somewhat more 
detail. 

A. Financing of private credit demand during the twenties 

Except for the deflationary aftermath of World War I, which lasted through most 
of 1921, and the sharp decline in speculative stock prices that began in the fall of 
1929 and foreshadowed a depression of major proportions, the period of the twenties 
was one of general economic prosperity. It was characterized by a rising level of 
industrial output, relatively high levels of private capital formation, and a gradual 
easing of money market conditions that was reflected in a slow decline in long-term 
interest rates. 

Private credit expansion, totalling nearly 40 billion dollars and about equally 
divided between real estate mortgage and long-term corporate debt, dominated the 
capital market, as is shown in Table 3. On balance, there was no change in out- 
standing public debt, the 8 billion dollar decrease in indebtedness of the Federal 
Government offsetting the increase in that of state and local governments. 

Two significant factors in this period not revealed by Table 3 were the extent of 
foreign government and business security flotations in this country, and the im- 
portance of external equity financing by domestic corporations. Foreign govern- 
ments and private business interests floated about 9 billions of new capital security 
issues, compared with domestic new capital flotation, both public and private, totalling 


TABLE 3. CHANGEs IN SELECTED Forms or Dest anp IN Hoxpines oF Sucu Dest 
BY Mayor InstiruTIONAL Investors? 


(In billions of dollars) 





Item | 19204 25 | 1925-30 | 1930-35 | 1935 1940-45 | 1945-50 


Federal debt, changes in: 
Total outstanding’. . sees -3. f 18.2 ‘ 189.0 |—45.4 
Institutional investor holdings’. ree ie ; 14.3 J 121.2 |—37.7 


| 
| 
State and local government debt, changes in:} 

Total outstanding* * ee | -—3.1 
Institutionat itiv estor holdings*. , | —1.6 
Corporate long-term debt, changes in: | 
Total outstanding®. . ; | ofl ‘ 5 A —5.4 
Institutional investor holdings® §. ol K : 3.2 : 0.6 

| 
| 


Real estate mortgage debt, changes in: 
Total outstanding‘. . ap 9. 10.8 —8. : 1.2 
Institutional investor holdings®. . 9. 7.6 —9. d 1.4 




















1[nstitutional investors comprise life and property insurance companies, mutual savings banks, savings and loan associations, and 
commercial and Federal Reserve Banks. 

2Gross direct and fully guaranteed debt available for ecewg by private institutional investors. Excludes adjusted service, de- 
pository, armed forces leave, and Series E savings bonds. urce: United States Treasury. 

3 Derived from Table 2. 
—* from Bonnell Public and Private Debt in 1950, Survey or Current Business (U.S. Department of Commerce; September 

5Net debt, plus holdings of state and local trust funds; for 1920 and 1925 the latter have been estimated on the basis of the net debt 
Changes derived from June 30 figures. 

6Exclusive of commercial bank term loans to business corporations. 
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54 billions. As far as domestic business corporations were concerned, preferred and 
common stocks together accounted for two-fifths of their new capital security issues, 
totalling 39 billion dollars, 

Between the end of 1920 and the end of 1930 the combined resources of life and 
property insurance companies, mutual savings banks, and savings and loan associa- 
tions, and the investments of commercial banks doubled, rising from roughly 30 
billion dollars to 65 billion. With outstanding federal debt declining, absorption by 
this group of institutions of 1.7 billion of United States Government securities left 
a smaller proportion than formerly in the hands of individuals. The amount of state 
and local government debt taken by these institutions accounted for only 2.0 billion of 
the 8.2 billion increase in outstanding indebtedness. For the most part, these in- 
vestors added relatively little to their holdings of foreign corporate and government 
securities and domestic corporate stocks during this period. 

These institutional investors did, however, absorb roughly two-thirds of the in- 
crease in private domestic long-term indebtedness, accounting for a much larger 
proportion of the placement of real estate mortgages than of long-term corporate 
debt. To a great extent, this preference for real estate mortgages, and the restriction 
of corporate investments to railroad bonds backed by property, reflected the pre- 
vailing belief of the period that real property, rather than the present and prospective 
earning capacity of industry, represented the optimum of investment value. It re- 
mained for developments in the thirties and forties to demonstrate that idle farm 
lands or the assets of debt-burdened companies in a declining industry were poor 
security, and an even poorer source of income, as compared with the debenture bonds 
of a young but growing manufacturing or public utility concern. 

B. Developments during the thirties 

The economic collapse of the early thirties resulted in almost complete stagnation 
of private investment and mass unemployment and was accompanied by a marked 
deterioration of investment values. The diverse effects of the depression on financial 
institutions are illustrated in part by the decline or growth in their resources. 
Savings and loan associations, which had placed much more emphasis upon mort- 
gage investments than upon liquidity and conservative appraisal policies during the 
twenties, saw their resources depleted by the decline in property values and with- 
drawals by shareholders.® At the same time, they were unable to attract new savings; 
consequently, their total assets declined by nearly 3 billion dollars during the period 


1931-35. On the other hand life insurance companies, whose greater diversification of 
investments and modest liquidity requirements enabled them to weather the defla 
tion with much less difficulty, continued their rapid rate of growth even during the 


first half of the thirties, adding some 4 billion dollars to their resources. In this 
same period, total assets of mutual savings banks increased moderately, and in- 
vestments of commercial banks rose substantially. 


* Strunk, The Improved Investment Position of Savings and Loan Associations, 2 J. Finance 1-21 
(1947). 
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By 1933 the tide of economic activity had ebbed so low that the Federal Govern- 
ment and, to some extent, state and local governments were obliged to resort to 
large-scale public works and relief programs in an effort to stimulate a recovery of 
production and employment. Since tax revenues had declined along with business 
and individuals’ incomes, the financing of these programs necessitated what was for 
those days a substantial amount of deficit financing. Thus, during the 5-year period 
1931-35, the outstanding debt of the Federal Government increased by some 18 
billion dollars, and the holdings of such debt by insurance carriers, savings insti- 
tutions, and the commercial banking system increased by roughly 14 billion. On the 
other hand, outstanding long-term corporate debt declined by 7.5 billion dollars and 
non-corporate real estate mortgage debt by 8.6 billion during this period. Reflecting 
liquidation of some of the debt which they held, writedowns of investment values, 
and the small volume of new debt flotations, the combined long-term corporate 
debt and real estate mortgage holdings of the major financial institutions decreased 
by 12.6 billion dollars between the end of 1930 and the end of 1935. 

During the second half of the thirties, a smaller volume of Federal Govern- 
ment security issues, and a moderate increase in the volume of long-term private 
debt financing reflected the gradual but slow recovery from the depression. The 
principal financial institutions were, on balance, acquiring securities from individuals 
and other holders; additions to their portfolios exceeded the increase in public and 
private debt outstanding by about 4 billion dollars. 

Toward the close of the thirities changes in the distribution of individuals’ in- 
comes and in their savings and investment preferences, the rising importance of 
intermediary financial institutions, increased government regulation of the securities 
markets, and a rise in the cost of external equity relative to debt capital began to 
have a marked effect upon the forms of corporate financing. For one thing, corpora- 
tions began to rely more heavily on debt, and less on external equity financing. Pre- 
ferred and common stocks, which together had accounted for two-fifths of corporate 


new capital security issues during the twenties, amounted to less than one-fourth of 


the 1936-40 total. For another, the proportion of corporate debt obligations which 
were sold directly to certain financial institutions instead of being publicly offered 
in the securities market rose substantially. Passage of the Securities Act of 1933 
encouraged methods of financing which did not involve the delay and complexities 
of registration." Moreover, growing competition among financial institutions for 
investment outlets and the assured success of privately placed offerings further en- 
hanced their attractiveness. The trend toward private placements which began in the 
thirties continued on through the forties, and today they account for over half of 
all new capital corporate debt issues. 


*° Wilde, Pros and Cons of Direct Placement, The Commercial and Financial Chronicle, October 19, 
1951, p. 6. 
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C. Financing the Government during World War II 


War, and preparation for war, overshadowed all other economic developments 
during the first half of the forties, and the financing requirements of the Federal 
Government dominated the capital market. Between the end of 1940 and the end of 
1945 the oustanding gross federal debt increased by 239 billion dollars; of this amount, 
as is shown in Table 3, 189 billion represented debt eligible for purchase by financial 
institutions. 

A marked expansion in individuals’ incomes and reduction in the supply of con- 
sumer goods and new housing resulted in a pronounced rise in savings, a large 
part of which found its way into financial institutions; during the 5-year period 
1941-45, the combined resources of life insurance companies, mutual savings banks, 
and savings and loan associations increased nearly 50 per cent, while time deposits 
of commercial banks doubled. Moreover, with the Government financing a large 
proportion of business requirements for funds through construction of plant 
facilities or by means of advance payments on war contracts, and with restrictions on 
non-essential construction and use of materials, private demands for long-term credit 
were not great enough to provide loan and investment outlets for more than a small 
part of the increase in institutional investor resources. 

With little choice but to invest funds at their disposal in Government securities, 
insurance carriers and savings institutions added over 26 billion dollars, and com- 
mercial banks 73 billion, to their holdings of Governments, while adding on balance 
only 400 million dollars to their holdings of other public and private long-term debt. 
As a group, insurance carriers, savings institutions, and commercial banks absorbed 
about one-half of the increase in federal debt eligible for their purchase. At the 
same time, their acquisition of other public and private debt, even though modest, 
meant, in the face of a net reduction of 9.7 billion dollars in the total of such out- 
standing debt, that the relative importance of these institutional investors as holders 
of non-federal public and private debt increased even during World War II. 

In the case of insurance carriers and savings institutions, wartime additions to 
their holdings of United States Government securities exceeded only slightly the 
growth in their resources, the greater part of which represented new savings. In 
the case of commercial banks, however, wartime additions to Government security 
holdings exceeded the increase in savings deposited with them, as represented roughly 
by the growth in their time deposits, by almost 60 billion dollars. The expansion of 
the money supply resulting from commercial bank purchases of Government securi- 
ties in excess of new savings illustrates both the important role which these insti- 
tutions play in the capital market as suppliers of funds, and the inflationary implica- 
tions of extensive deficit financing. 

The tremendous wartime expansion in institutional investor holdings of federal 
debt was, as subsequent events proved, to have a marked impact on the postwar 


capital market; first, because of the desire on the part of these institutions to increase 
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the over all rate of return on their investments; second, because of the basis for 
further credit expansion which sale of such securities to the Federal Reserve System 
provided. 

V 


Postwar INFLUENCE OF INSTITUTIONAL INVESTORS 


The postwar capital market has been characterized by retirement of Federal 
Government debt in excess of new borrowing, and by a marked expansion of private 
long-term credit which has financed both a housing boom and a record volume of 
business capital expenditures. Insurance carriers, savings institutions, and com- 
mercial banks have provided the major part of this long-term credit. Analysis of 
the postwar investment activities of these institutions indicates the dominance of their 


current role in the American capital market, their undoubted influence on the 
volume and form of long-term credit demands, and the impact of their activities on 
the overall economy. Moreover, it reveals the extent to which their activities have 
affected the efforts of the fiscal and monetary and credit authorities in managing the 
public debt and curbing inflationary pressures. 

At the end of World War II, all major types of financial institutions held a much 
larger proportion of their investments in the form of Federal Government debt 
obligations than had previously been the case. As a group, their holdings of such 
securities at the end of 1945 accounted for 76 per cent of their total loans and invest- 
ments, with commercial banks including the Federal Reserve System having the 
highest proportion (go per cent) and savings and loan associations the lowest (30 
per cent). 

Among all groups of institutional investors, the effect of large-scale wartime 
acquisitions of United States Government securities had been to decrease the average 
rate of return on their investment portfolios. For example, the average rate of 
interest earned on the invested funds of all life insurance companies fell from 3.45 
per cent in 1940 to 3.07 per cent in 1945, while the rate of return on loans and in- 
vestments of commercial bank members of the Federal Reserve System declined from 
2.94 per cent to 1.76 per cent. Consequently, financial institutions were anxious to 
take advantage. of opportunities for increasing the rates of return on their loan and 
investment portfolios by acquiring higher-yield business securities and real estate 
mortgages. 

Given a substantial volume of United States Government securities in the hands 
of institutions who felt compelled to increase the average rate of return on their 
investments, and a volume of outstanding long-term private debt inadequate for 
this purpose, it followed that these institutions could readjust their end-of-war port- 
folios only through the willingness of others to absorb a larger proportion of federal 
debt and through expansion of private credit. 

With such a large volume of Federal Government debt outstanding at the end of 
the war, both the postwar availability and cost of private credit have been influenced 
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by credit and debt management policies of the central monetary and fiscal authorities. 
Since it was generally felt that an assured market for Government securities was 
essential to the success of subsequent Treasury financing operations and the main- 
tenance of sound credit conditions, the Federal Reserve System continued its wartime 
policy of maintaining a stable and orderly market for Government securities. Since, 
under this policy, the prices of longer-term Government bonds were not permitted to 
fall below par, their failure to adjust to normal competitive levels in the market meant 
the preservation of somewhat lower interest rates on long-term funds than might 
otherwise have prevailed. Moreover, the existence of an assured price for long-term 
Governments meant that commercial banks, life insurance companies, and other 
holders could dispose of them readily in order to obtain funds for meeting private 
credit demands. 


A. Postwar private credit demand 

Private credit demands were not slow to assert themselves, once the wartime 
restrictions on construction and the use of materials were relaxed sufficiently to 
permit industrial and residential construction. Business concerns, whose plant ex- 
pansion and improvement had been deferred during the war and whose productive 
facilities were inadequate to meet current and prospective postwar demands, doubled 
their expenditures on new plant and equipment between 1945 and 1946, and by 1948 
reached a level of expenditure three times that of 1945. While a substantial part of 
these expenditures was financed internally, large sums were obtained from the capital 
market, the amount of corporate bonds and notes issued for new capital rising from 
0.6 billion dollars in 1945 to 5.3 billion in 1948 and totalling 18.2 billion for the 
period 1946-50. 

Individuals, whose purchases of houses had, as a result of the depression of the 
thirties and the war, failed to keep pace either with the continuing need for replace- 
ment of existing housing or the growth in number of families, entered the postwar 
housing market in force. Both the number of new private dwelling units started and 
the value of private residential construction rose sharply during the postwar period, 
and with them the demand for real estate mortgage credit; during the period 1946-50, 
new mortgage loans made on 1- to 4-family houses alone totalled nearly 60 billion 
dollars. 

One factor which contributed greatly to the ready availability of real estate mort- 
gage credit and influenced postwar capital market developments was the Govern- 
ment guarantee of such credit through the Federal Housing Administration and 
the Veterans Administration. The terms and conditions of both F.H.A. and V.A. 


guaranteed real estate mortgage loans were more favorable from the standpoint of 
the borrowers than those of conventional mortgages, the interest rate being lower 
and the period of amortization longer. Thus, while the differential between yields 
on United States Government securities and Government guaranteed mortgages was 
less attractive to institutional investors than the spread between Government securities 
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and conventional mortgages, the demands of individuals, coupled with Congressional 
efforts to assure adequate housing for veterans, were sufficient to induce large scale 
purchases by financial institutions of Government guaranteed mortgages. 


B. Meeting long-term private credit demand 


That institutional investors played a major part in meeting private demand for 
long-term credit in the postwar period is indicated by a comparison of the growth in 
real estate mortgage and corporate security holdings of insurance carriers, com- 
mercial and mutual savings banks, and savings and loan associations with the 
growth in private long-term debt. Between the end of 1945 and the end of 1950 
the real estate mortgage and long-term corporate debt holdings of these institutions 
increased by nearly 46 billion dollars, with life insurance companies accounting for 
nearly 23 billion, and commercial banks for nearly 10 billion, of the total. Thus, of 
an increase of 54 billion dollars in long-term private debt during this same period, 
these selected financial institutions accounted for more than four-fifths of the total. 
Moreover, since commercial bank term loans are included in the total of long-term 
corporate debt, but not in the investment and real estate mortgage holdings of com- 
mercial banks, the importance of financial institutions as suppliers of long-term 
private credit is understated to that extent. 

As a group the principal financial institutions increased their investment in real 
estate mortgages by 30 billion dollars between 1945 and 1950. Up until recently, a 
substantial proportion of new purchases represented F.H.A.- and V.A.-guaranteed 
mortgages carrying interest rates somewhat below that of the traditional conventional 
mortgage. Following the rise in long-term interest rates in early 1951, the relatively 
low-yield Government-guaranteed mortgage lost favor in comparison with the higher- 
yield conventional mortgage and with securities of lower yield on which no servicing 
costs are involved. However, having previously entered into commitments to pur- 
chase F.H.A. and V.A. mortgages, financial institutions have continued to acquire 
such mortgages despite the decline in yield differentials. 

More than 17 billion dollars was invested in business securities by the major 
financial institutions during the postwar period. The inability of most of these 
institutions to purchase more than nominal amounts of corporate stock has been an 
important factor in the prevalence of corporate debt financing and in the large volume 
of equity financing done internally. Moreover, the relatively low interest rates at 
which long-term funds have been made available to borrowers, as well as the de- 
velopment of new, “custom tailored” financing methods have reflected the very great 
investment desires of institutional investors relative to the demands of borrowers. 


C. Development of new methods of financing 


In the process of assuring investment outlets for their funds and in fulfilling post- 
war business demands for long-term credit, institutional investors have encouraged 
direct or private placements of debt obligations and have been active in the develop- 
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ment of such new forms of long-term business financing as sale/lease-back and pur- 
chase/lease arrangements. 

Nearly one-half of all corporate bonds issued during the postwar period have 
been negotiated directly with the lender; for the years 1948 through 1950 the pro- 
portions exceeded 50 per cent.’? For various reasons, including requirements for 
competitive bidding in the case of utility offerings, private placements have been 
most important in the industrial field. 

Life insurance companies are the principal suppliers of long-term corporate funds 
via the private placement route, accounting for at least go per cent of the total. In 
turn, private placements have accounted for at least 70 per cent of all bond acquisi- 
tions by life insurance companies in each of the past 2 years.’* 

Private placements are attractive to life insurance companies for several reasons. 
The yield is often higher than that on comparable public offerings and, in pur- 
chasing an entire issue, the institution can invest larger amounts in a single issue 
than is generally feasible with publicly offered securities. Moreover, the fact that 
the lender has an active role in negotiating the terms of the privately placed issue and 
can make close and detailed analysis of the investment has definite advantages to an 
investor such as a life insurance company. 

Private placements can also be very advantageous to the borrower, despite the 
fact that the higher interest cost which they carry may exceed the saving on flotation 
cost. The delays and complications involved in registering an issue for public offer- 
ing are eliminated, as is also the dependence on uncertain market conditions. In 
tailoring a privately placed issue to meet the requirements of a single and experienced 
investor, the borrower is often more likely to obtain terms suited to his own needs 
than when an issue must be so set up as to appeal to many smaller and more varied 
investors. Moreover, if the borrower at some later date wishes to change the size or 
terms of the issue, the fact that the security was privately placed facilitates such 
revisions. Thus, the increased popularity of private placements derives both from 
their attractiveness to institutional investors and their advantages to corporate bor- 
rowers.’ 

In addition to the private placement of debt obligations, purchase/lease and 
sale /lease-back arrangements have achieved some prominence in the postwar period 
as methods of financing business requirements for long-term credit.’* Under these 
arrangements, a financial institution buys equipment, constructs facilities, or purchases 
existing facilities which it leases, usually on a 15- to 20-year basis, to a business con- 
cern, the leasehold providing for full amortization of the cost and generally con- 
taining renewal and/or purchase options. The principal advantages of such leasing 
arrangements to the business concern are: (1) retention of funds for other purposes 


1. FlFTEENTH ANNUAL REPORT OF THE SECURITIES AND EXCHANGE COMMISSION 219 (1949). 

12Conklin, Direct Placements, 6 J. Finance 85-118 (1951). 

18Fraine, Direct Sale of Security Issues, 16 J. AM. Ass’N oF UNiversiry TEACHERS OF INSURANCE 40 
(March 1949). 

14For further details see Federal Reserve Bank of Richmond, A New Source of Investment for Life 
Insurance Companies Provides a New Form of Corporate Financing, Monthly Review, October 31, 1948, 
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and (2) tax savings represented by the difference between annual leasehold and 


depreciation charges. 
D. Inflationary impact of postwar investment activities 


While the longer-run effect of supplying investment funds for purposes of plant 
expansion and home purchase is to reduce inflationary pressures by increasing output 
and reducing the backlog of demand, the short-run effect in a period when demands 
for goods and services of all types greatly exceed the available supply is to intensify 
such pressures. The postwar combination of (1) extensive business demands for 
new plant and equipment and individuals’ demands for new housing, (2) large- 
scale accumulations of liquid assets in the hands of businesses and individuals and 
substantial resources in the hands of institutional investors seeking more remunerative 
investment outlets than that provided by Government securities, (3) Government 
action to assure adequate housing for veterans, and (4) a total output of goods and 
services inadequate to fulfill total demand resulted almost immediately in rising 
prices. In acting to increase the yield on their investment portfolios and to meet 
private demands for long-term funds in excess of new savings, institutional in- 
vestors could not help but contribute to short-run inflationary pressures during the 
postwar period, especially as sales of Government securities to the Federal Reserve 
System provided a basis for a multi-fold expansion of commercial bank credit. 

While inflationary pressures of the earlier postwar period subsided somewhat 
during 1949, they were subsequently renewed following the outbreak of the Korean 
war and acceleration of the defense program. During the second half of 1950 and 
first few months of 1951 there was a record expansion of private credit that con- 
tributed greatly to inflationary pressures and re-emphasized the need for monetary 
and credit action. The program of credit restraint developed in response to this 
need involved three types of measures. General credit restraint measures— 
open market operations, changes in reserve requirements, and changes in the Federal 
Reserve discount rate—were employed to curtail the total volume of credit available. 
Selective credit measures, designed to discourage borrowers from utilizing particular 
types, were applied in the consumer durable goods, housing, and stock market areas. 
Finally, the coopération of major groups of financial institutions was enlisted in an 
effort to restrain voluntarily non-essential credit expansion. 

Of these various measures, those which most directly affected the provision of 
long-term funds and the investment activities of financial institutions were the control 
of real estate mortgage credit, the Voluntary Credit Restraint Program, and the 
Federal Reserve System’s discontinuing support through its open market operations 
of Government bonds at fixed prices above par. The control of real estate mortgage 
credit, by increasing downpayment requirements and shortening the repayment 
period, operated to restrict individuals’ use of such credit. The Voluntary Credit 
Restraint Program, by focusing the attention of lending officers on the relationship 
of credit expansion to economic stability and on the paramount importance of defense 
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and defense-supporting uses of credit, facilitated the diversion of credit from non- 
essential to essential purposes. Modification of the Federal Reserve System’s open 
market policy, by discouraging sales of Government securities for purposes of rein- 
vesting the proceeds, has tended to restrict provision of additional long-term private 
credit to the amount of new savings. 

While selective control of real estate credit was introduced in the early fall of 
1950, neither the Voluntary Credit Restraint Program nor modification of the 
Federal Reserve System’s open market policy were implemented prior to March 
1951. In the interim between the outbreak of the Korean war and the adoption of 
the latter credit restraint measures, many financial institutions made commitments 
to prospective borrowers to provide business and real-estate mortgage credit—com- 
mitments that were legally binding upon both borrower and lender. As a conse- 
quence of these existing commitments, neither the Voluntary Credit Restraint Pro- 
gram nor the change in Federal Reserve open market policy had as immediate an 
effect on the investment activities of financial institutions as might have been ex- 
pected, though they undoubtedly brought about some curtailment of private long- 
term credit extension shortly after their adoption. As of September 1951 there was in- 
creased evidence of a shift from nondefense to defense and defense-supporting uses of 
long-term credit, and of a decline in sales of Government securities for the purpose 


of satisfying private credit demands. 
VI 


CoNncLUSION 


Over the past 30 years the importance of institutional investors as suppliers of 
public and long-term private credit has increased appreciably. Their present dom- 
inance in the American capital market stems not only from the magnitude of re- 
sources at their disposal but also from the continued growth at record or near- 
record rates in these resources which, together with funds made available from re- 
payments of outstanding loans, assures a large and constantly increasing flow of long- 
term credit. While continued growth in resources of all types of institutional in- 
vestors may be presupposed, some like the private self-insured pension funds are 
likely to grow more rapidly than others during the next 5 to 10 years. 

The volume of institutional resources is so large relative to that of other invest- 
ment funds that the activities of institutional investors can be expected to exert a 
strong influence on the whole character of public and private long-term financing. 
Among other things, the institutional investors may be expected to continue their 
development of new methods and terms of financing especially suited to the needs 
of individual business concerns. Since investment objectives, and legal and 
economic factors governing investment decisions vary among different institutional 
investor groups, the major ones are being discussed in further detail in subse- 


quent articles in this symposium. 








TRENDS OF YIELDS ON THE INVESTMENTS OF 
FINANCIAL INSTITUTIONS* 


James J. O’Learyt 


The trend of yields on institutional investments has become a matter of consider- 
able importance for an increasing number of people. The growth of institutional 
assets has been widely publicized in recent years, but little has been said about the 
ultimate ownership of this wealth. The fact is that the ownership of the resources 
of financial institutions becomes more widespread every year. There are now 
estimated to be some 83 million life insurance policyholders as compared with 64 
million in 1938, 53 million in 1927, and only 10 million in 1900. There are nearly 15 
million regular mutual savings bank accounts as compared with 12 million in 1938— 
earlier data are not available. The increase in the number of savers and investors 
in savings and loan associations is even more impressive. The 1936 total was 4.3 
million. By 1950 the total had increased to 10.7 million. Comparable figures on the 
ownership of commercial bank deposits apparently are not available, but these too 
have undoubtedly increased substantially in recent years. 

This paper will first review the trend of yields on the investments of life insurance 
companies, commercial banks, mutual savings banks, and savings and loan associa- 
tions, and then consider the implications of these trends in the light of the growth 
of institutional assets and their increasingly widespread ultimate ownership. 


I 


Lire INsuRANCE CoMPANIES 

The net investment yield on life company funds is available from the Institute of 
Life Insurance from 1915 to date. The high point in this series, 5.18 per cent, was 
reached in 1923, after which a persistent decline set in which lasted for more than 20 
years. At the low point in 1947, the net investment yield of the United States com- 
panies averaged only 2.88 per cent, slightly more than half of the yield earned in 
1923. The moderate recovery since 1947 still leaves the investment return at his- 
torically depressed levels. Table 1 shows the record from 1915 through 1950. 

The decline in the rate of investment earnings from 1923 through 1947, particu- 
larly since the early thirties, was the result of an insufficient demand for investible 
funds as well as the “easy money” policy of the Federal Government. Actually, 
a fundamentally weak situation from the standpoint of the lender was gradually 
developing throughout the 1920’s, and this weakness became apparent when the 


* This article has been prepared with the aid of Orson H. Hart, Carolyn E. Holt, and Elizabeth Shaull 
of the Investment Research Staff of the Life Insurance Association of America. 

+ B.A. 1936, M.A. 1937, Wesleyan University; Ph.D. 1941, Duke University. Director of Invest- 
ment Research, Life Insurance Association of America. 
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TABLE 1 


Net Rates oF INTEREST EarNED ON INvEsTED Funps, 1915-1950 
ALL U. S. LIFE INSURANCE COMPANIES 





Rate Year Rate Year 











Source: Institute of Life Insurance: Lire Insurance Fact Boor, 1951, 50. 
Note: The net interest rate is the ratio of the net investment income for the year to the mean ledger assets decreased by one-half the 
net investment income. 


easy money policy of the 1930’s was launched. Demand for capital in the private 
economy did not respond to the lure of depressed interest rates. Instead, vast 
waves of refunding engulfed the market for outstanding obligations and the insur- 
ance companies found themselves investing, in addition to their newly acquired 
funds, an increasing inflow of cash arising from the turnover of their existing mort- 
gage and security holdings. 

Apart from its direct effect on interest rates, the languishing demand for invest- 


ment funds in the private economy caused the life insurance companies to invest 
an increasing proportion of their assets in United States Government bonds, the 
volume of which was being expanded by deficit financing, thus reducing still more 
the yield on their funds. The outbreak of war in 1941 greatly speeded up this process. 
As shown in Table 2, 46 per cent of the assets of all United States companies were 
invested in United States Government bonds by the end of the war. The subsequent 
decline in this proportion to 21 per cent in 1950, coupled with the enormous demand 
for capital funds from private sectors of the economy in the postwar period, was 
largely responsible for the modest improvement in investment yields over the past 
few years. 

No breakdown of investment yields by lines of enterprise is available for the 
entire life insurance business. However, a study of the bond investments, by lines 
of enterprise, of the 18 largest United States life companies is available for the years 
1929 through 1950. In addition the Investment Research Program of the Life 
Insurance Association of America has developed some data on mortgage yields. 

Table 3 shows yields on bonds, by lines of enterprise, for the 18 largest United 
States life companies for the years 1929-1950. These are gross yields—that is, yields 
before the deduction of investment expenses—and are based on portfolios valued 
at actual cost rather than book value. It should be noted that the yield on Govern- 
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TABLE 2 
DistriBuTION OF ASSETS, 1921-1950 
ALL U. S. LIFE INSURANCE COMPANIES 

(Dollar amounts in billions) 
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ion meme 
ments is not merely the yield on United States Governments but on foreign govern- 
ments as well. 

The pattern of yields is much the same as that shown for assets of all com- 
panies in Table 1, but the magnitude of the declines varied considerably among 
the different categories. We should also note two other points. One is that the 
yield obtained on the securities of private business establishments exceeded the 
yield obtained on Governments by more in 1950 than it did in 1929. The difference 
amounted to at least 50 basis points in 1950, a spread of some consequence when 
the over-all yield structure is in the neighborhood of 3 per cent. The other is that 
railroad bonds, though causing much anxiety pricewise, have shown a good record 
from the standpoint of interest earnings. 

The 18 company study also provides some interesting data on over-all perform- 
ance of bond investment—that is, interest yields plus or minus the profit or loss on 
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TABLE 3 


Rates oF InrerEst RETURN ON Bonps, 1929-1950 
18 U. S. LIFE INSURANCE COMPANIES 





States and Ind’ls and 
Gov’ts mepls. i U tilities misc. 


4. 96% 
5.04 
-95 
88 
85 


66% / 
91 
.92 
46 


ed 


SOO PP Pe | 


ib adh ede ea aloe gdh aera pee nat ola wala akan 
BRBSERENSSeeeRERER 
$9 89 0 G9 


: \edhedhedheded-edt ot od-al-al-al-al-al-aad 
CoO te w 


0 GO Go Ge Ge 


te 





Sy eww S: . mi a ae >: ¢ +s 2: x | 


2.52 


2.52 





Se | See 2 2 OF ee Ce Oo On < 
NYASRESASARERASBEwRRSE 
to 


-_ 
©) NNNNNNN& 


—_ 
oa 




















: Life Insurance Association of America: InvestwznT Buu. No. 78, App. B, Table 7. Data for 1950 and 1929-1950 ry os 
are ein? from the files of the Investment Research Department, LIAA. Rates for the years 1929 through 1944 were based on da 
obtained from Orson H. Hart, Toe Investment Perrormance or THE E1gateeNn Larcest Domestic Lire Insurance ComPANies — 
Bonps anv Stocks, 1929-1944 (unpublished doctoral dissertation, Yale University, 1946). The Investment Research Staff of the LIAA 
has extended the series developed by Dr. Hart for the years 1945 through 1950. 

Note: Data show the ratio of interest earnings to the average cost of portfolio as of the beginning and end of the year. Accrued 
interest is included in portfolio. 


disposal of bonds. As in the previous table, the basis of computations is cost, not 
book value. Profits and losses are assumed to materialize in the year in which the 
bonds are moved out of the portfolios. These data, shown in Table 4, illustrate the 
remarkable ability of the life insurance companies to withstand the stresses that 
sometimes arise in the capital markets. The total return on rail bonds was main- 
tained very well during the 1930’s when increasingly large segments of the railroad 
industry were entering bankruptcy. All but terminating the net acquisition of 
railroad bonds, the life insurance companies let the growth of assets reduce the 
proportion in rails, watched developments in the industry, and in due time sold or 
wrote off the most troublesome situations. Taking the average over the entire 
period 1929 through 1950, the total rate obtained by the companies on rail bonds 
hardly differed from that obtained on utilities. 

Dr. Raymond J. Saulnier of the staff of the National Bureau of Economic Re- 
search, with the aid of a grant from the Life Insurance Association of America, 
has produced some interesting data on mortgage loans of life insurance companies. 
Saulnier used a representative sample of straight urban mortgage loans made by 24 
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TABLE 4 


Torat Rates oF RETURN ON Funps INVEsTED IN Bonps, 1929-1950 
18 U. S. LIFE INSURANCE COMPANIES 
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Source: Investuznt But. No. 78, op. cit. eupra Table 3, at App. B, Table 10. : AG 
Note: Data show ratio of interest earnings plus profits or minus losses to the average cost of portfolio as of the beginning and endfof 


the year. Accrued interest is included in portfolio. 
companies to produce a series on contractual rates for the years 1920 through 1947. 
These data are shown in Table 5. 

The high point in the series, both for 1-4 family dwellings and for all other 
property, was 1921, after which no appreciable trend developed until the 1930's. 
Then, as might be expected, the contractual rate for both kinds of property began 
a substantial decline. In the case of loans on 1-4 family dwellings, the decline 
was from 6 per cent in 1930 to 4 per cent in 1947; for loans on all other property the 
decline was from 5.9 per cent to 4 per cent. 

Saulnier has also produced data on gross and net rates of mortgage income of 
life insurance companies based on reports from a varying number of companies for 
the years 1945 through 1947. These data have been computed since 1947 by the 
Investment Research Staff of the Life Insurance Association of America. Hence, 
a five-year record is now available—not enough to establish trends but enough to pro- 
vide considerable understanding of investment costs and the general level of yields 
in recent years. The high cost of acquiring and servicing mortgage loans, par- 
ticularly farm loans, absorbs a goodly proportion of the gross yields. 
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TABLE 5 
Contract INTEREST RATES ON A SAMPLE OF STRAIGHT Ursan Mortcace Loans 
CLAssIFIED BY TYPE OF PROPERTY, 1920-1947 
24 LIFE INSURANCE COMPANIES 
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II 


CoMMERCIAL Banks 

There are series on investment yields covering all insured commercial banks as 
well as all member banks of the Federal Reserve System. Although the series for all 
member banks is less inclusive, the data it provides for the pre-depression years 
render it more useful for a study of trends. The all-insured-commercial-bank series 
goes back only to 1934. 

The trend in yields for all member banks, shown in Table 7, reveals the now 
familiar pattern—a substantial decline throughout the 1930’s and the war years 
followed by an upturn after the war. The upturn since 1945 reflects the increasing 
proportion of loans in the portfolios and the highly favorable trend of loan yields. 

The pattern is familiar in another respect too—like the life insurance companies 
the member banks invested an increasing proportion of their funds in United States 
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Government obligations during the 1930’s and the war years, while during the 
postwar period their holdings of United States Governments declined both absolutely 
and as a proportion of total assets. The peak of Government securities holdings 
was reached in 1945, amounting to 78 billion dollars. Holdings at the end of 1950 
amounted to 52 billion dollars. The difficulty of finding suitable investments in 
the face of the easy money programs caused cash and reserves to outdistance loans 
during the middle of the 1930's, and by the end of the war United States Govern- 
ment issues, generally of shorter term than those held by the life companies, ac- 
counted for over half of the banks’ total assets. These changes in the composition of 
assets, shown in Table 8, thus brought into the banks’ portfolios an increasing 
proportion of low-yielding investments, and accentuated the trend brought about 
by the decline in interest rates. United States Government obligations still accounted 
for 36 per cent of the member banks’ assets at the end of 1950. 


Ill 


Mutua Savincs Banks 
Data on the investment earnings of mutual savings banks have been compiled 
by the Federal Deposit Insurance Corporation for insured institutions only. These 
appear to be the best publicly available data on investment yields of mutual savings 
banks, though they are not without shortcomings. Assets of insured mutual savings 
banks were only about 10 per cent of the assets of all mutual savings banks in 1934, 


TABLE 6 
AverRAGE Gross AND Net Rates oF INCOME FROM MortcaAcE Loans AND 
Rear Estate Sates Contracts, 1945-1950 
SELECTED UNITED STATES LIFE INSURANCE COMPANIES 





Approximate 
Number of coverage of loans 
of life companies 
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a a ‘ - Bureau of Economic Research, and Life Insurance Association of America, InvestweNnt But. Nos. 53, 55, 75, 
, 125, an i 

Note: Gross income data and total costs used in arriving at net income were reported on a cash, not an accrual, basis. In periods of 
expanding mortgage lending activity, income on a cash basis tends to be lower and costs tend to be higher than those on an accrual bassf. 
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TABLE 7 
Gross Rates or INcoME ON Loans AND SECURITIES, 1927-1950 
ALL MEMBER BANKS 
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Sources: Banxina anp Monetary Statistics (Board of Governors of the Federal Reserve System, Washington. D. C., 1943); 
Feprrat Reserve Buuietin, June 1946, May 1947, May 1951. Rates for loans and securities combined were computed by the Invest- 
ment Research Staff of the Life Insurance Association of America. } 


when this series began. Even by 1942 they accounted for only about 19 per cent 
of the total. The increase in the number of insured banks in 1943—from 56 to 184— 
brought their assets to 64 per cent of the total, and there has been a modest increase 
since then to around 71 per cent in 1950. Thus, although yield data appear in 
Table g for the years 1934 through 1950, those for the years prior to 1943 probably 
are not representative of the experience of mutual savings banks as a group. 

The limited period for which comparable figures are available together with the 
small proportion of savings bank assets included for the years prior to 1943 makes 
it difficult to draw firm conclusions regarding the trend of yields. In fact, the rates 
for the earlier period, when the total number of insured mutual banks was small, 
seem to reflect fluctuations in the number of banks included more than changes in 
rates of income. We are probably safe in assuming, however, that the trend during 
the 1930’s was downward. Certainly the recovery after 1947 in the combined rate 
for loans and securities has been moderate. 

The rates on securities shown in Table g are, of course, heavily weighted by the 
rate earned on United States Governments. During the 1930’s and the war period, 
holdings of United States Governments assumed even greater importance among 
the assets of mutual savings banks than was true of the other financial institutions 
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TABLE 8 
DisrriBuTION OF AssETS, 1927-1950 
ALL MEMBER BANKS 
(Dollar amounts in billions) 
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Sources: Banxine anp Monetary Statistics (Board of Governors of the Federal Reserve System, Washington, D. C., 1943); 
Feoerat Reserve Buuietins. Total assets for 1942 through 1950 were furnished by the Federal Reserve Bank of New York. 
Note: Components may not add to totals due to rounding. 


covered in this paper. The slight upturn after 1947 in the rate on securities was due 
primarily to a somewhat increased investment in other securities, largely corporate 
obligations. The rates received on loans—almost exclusively mortgage loans in the 
case of mutual savings banks—have been relatively favorable but it should be noted 
that these rates have declined in each of the postwar years. These declines accom- 
panied an expansion in mortgage investment after the war and were due in large 
part to an increased proportion of mortgage loans partially or fully guaranteed by 
the Federal Government. 

Changes in the investments of all mutual savings banks can be seen from Table 
10. Although the Comptroller of the Currency and the National Association of 
Mutual Savings Banks provide asset data for these banks for earlier years, it seemed 
preferable to use the series covering all mutuai savings banks compiled by the 
Federal Deposit Insurance Corporation, the source of earnings data for insured insti- 
tutions. 
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TABLE 9 


Gross Rates oF INCOME ON LoANs AND SECURITIES, 1934-1950 


INSURED MUTUAL SAVINGS BANKS 
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TABLE 10 


DistriBuTION OF ASSETS, 1935-1950 
ALL MUTUAL SAVINGS BANKS 


(Dollar amounts in billions) 
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Source: ANNUAL Reports or THE Feperat Deposit Insurance Corporation. 
Note: Components may not add to totals due to rounding. 
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IV 
Savincs AND Loan AssociATIONs 
There is little published data on the yields of savings and loan associations. 

However, through the courtesy of the United States Savings and Loan League, yields 
on mortgage loans of associations that are members of the Federal Home Loan Bank 
System have been furnished for the years 1938 through 1950. The fragmentary 
nature of the figures, together with changes in the number of reporting member 
associations, makes data prior to 1938 unsatisfactory. It appears that there may have 
been incomparability of reporting as late as 1941-1942. The League also has com- 
puted yields on United States Governments beginning with 1941—these obligations 
did not assume any importance in the portfolios of savings and loan associations until 
1941 and after. From the yields supplied by the United States Savings and Loan 
League the Investment Research Staff of the Life Insurance Association has estimated 
approximate over-all yields for both mortgages and United States Governments. 
These are shown in Table 11. 


TABLE 11 
Gross Rates oF INcoME ON MortcacE Loans anp U. S. GovERNMENTS— 
Savincs AND Loan AssociaATIONS—MEMBERS OF THE FEDERAL Home Loan Bank SysTEM 
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n. a.—not available. 

Source: Rates on loans and on United States Governments were obtained from the United States Savings and Loan League 
and were based on data from Annual Reports, Compinep FinanctaL Starauawrs, MEMBERS FEpERat Home Loan Bank System, 
Hower Loan Bang Boarp. The rates for m and United States G were d by the it Re- 
search Staff of the Life Insurance Association of America, 





Like other financial institutions, the savings and loan associations increased their 
investments in United States Governments during the war. But the proportion of 
their assets thus invested never reached the levels attained by life insurance com- 
panies, commercial banks, or mutual savings banks. The peak for all savings and 
loan associations was about 30 per cent in 1945, and most of the remaining assets 
consisted of residential mortgages. The comparatively low rates obtained on United 
States Governments, particularly during the war, therefore did not unduly burden 
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TABLE 12 


DistRIBUTION OF ASSETS 
SAVINGS AND LOAN ASSOCIATIONS, 1929-1950 
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n. a. —not available. 
*$50 million or less. 
** 5 per cent or less. 
Source: United States Savings and Loan League. 
Note: Components may not add to totals due to rounding. 


the over-all rate of return. The net decline since 1941 in the combined rate reflects 
predominantly the course of rates on mortgages, the principal investment outlet of 
the associations. Table 12 indicates the importance of mortgage loans among the 
assets of all savings and loan associations. 


Vv 


IMPLICATIONS 


In the preceding sections considerable statistical detail regarding the trend of 
investment yields of major financial institutions over the last 2 to 2-4 decades has 
been reviewed. The statistics indicated declining trends beginning in some in- 
stances as far back as the early 1920's, followed by modest improvement in 
recent years. The downward trend was exaggerated during the 1930’s and the 
war period by the increasing proportion of United States Governments in the 
portfolio compositions, while the improvement over the last few years is traceable 
in substantial measure to the reduction in the proportion of United States Govern- 
ments characteristic of most institutional portfolios. This reduction has been 
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accompanied, of course, by heavy acquisition of higher-yielding corporate bonds, 
mortgages, and other loans. 

The implications of these trends for financial institutions can be considered under 
two broad headings: (1) their effects upon investment policy and (2) their effects 
upon general operating policy. 

A. Investment Policy 

The financial institutions responded, each in its own way, to the decline in the 
trend of investment yields. The savings institutions all felt the decline during the 
1920’s but the reduction was gradual, did not reach very large proportions, and did 
not affect all markets for loanable funds. Attention was focused on the various 
limitations which encumbered the investment of life company and savings bank 
assets. This developed naturally for a combination of reasons. Although the 
volume of outstanding corporate indebtedness was increasing during the 1920's, the 
increase was at a diminishing rate and the growth of mortgage indebtedness was 
not enough to take up all of the slack. The United States Government was retiring 
its indebtedness during this period. Finally, the cheapness of common stock money 
to users of capital, particularly in the latter part of the decade, induced a considerable 
volume of bond refunding with stock by prominent American corporations, many 
of which always had harbored strong aversions to long-term debt in their capital 


structures. 
Accordingly, a liberalization of the New York Insurance Law was proposed, and 


in 1928 was enacted into law. This amendment was the first substantial relaxation 
of the limitations which had been inserted into the statutes in 1906 following the 
Armstrong Report. The amendment permitted life insurance companies domiciled 
in New York State to invest up to 2 per cent of their assets in the preferred stock 
of any solvent American corporation meeting certain historical standards respecting 
earnings and dividends. It further limited investment in such stock to 10 per cent 
of the total outstanding preferred stock of any one issuing institution. Beyond 
this, it permitted investment in certain unsecured obligations of American corpora- 
tions.! The New. York Insurance Department observed that, “There is, of course, a 
limit to the amount of government bonds that are available for investments,” and 
went on to explain the need for the amendment as follows: 


. . . There is a tendency on the part of private corporations to restrict the issuance of 
mortgage bonds and collateral bonds and to issue in an increasing measure preferred or 
guaranteed stocks. It seems to be generally recognized that many of the debentures, notes 
and preferred or guaranteed stocks of private corporations have as great intrinsic value 
as many of the bonds secured by mortgage or collateral which are now legal investments 
for life insurance companies. The relative scarcity of securities which are legal investments 
for life insurance companies has been a factor in reducing the interest yield on such 


1N. Y. Laws 1928, c. 539. 
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securities. The policyholders of life insurance companies are entitled to the highest yield 
on the investments of their companies that is consistent with safety.? 

The savings banks, investing in much the same outlets as the life companies, also 
were granted broader investment outlets. In 1928 the New York State Banking 
Law was amended to permit investment in certain public utility bonds, and the field 
of eligible railroad obligations was broadened to include certain collateral trust 
bonds, equipment trust obligations, and terminal and tunnel bonds.* 

The amendments alleviated the mild shortage of suitable investraents. Life 
insurance companies domiciled in New York acquired a modest investment in pre- 
ferred stocks during the remainder of 1928 and added to their holdings during 1929. 
Companies subject in substance to the New York Law because they were doing 
business in New York State doubtless felt freer to invest in preferred stocks. The 
New York savings banks, accounting for about 50 per cent of the assets of all 
mutual savings banks, acquired utility bonds for the first time. But the broadened 
investment laws did not arrest the declining trend of yields. It is true that the 
depression materially reduced the assets of savings and loan associations, and the 
statistics of the Comptroller of the Currency indicate that a slight decline in savings 
bank assets also occurred in 1932 and 1933. The assets of the life insurance com- 
panies, however, continued to increase, and on balance the flow of institutional funds 
into the investment markets, although it dwindled for awhile, never did terminate 
completely. Clearly only a substantial recovery in the private demand for capital 
funds could forestall a sharp decline in interest rates, and ultimately in the invest- 
ment yields being realized by the savings institutions. 

As we know, this recovery did not occur, at least in any volume, until 1947. In- 
vestment yields continued to decline all during the 1930’s. In the meantime, it 
should be noted, the depression did not leave undamaged the portfolios of the savings 
institutions. A few institutions failed. Many more were occupied with the prob- 
lems of a necessary financial reconstruction. Within a few years, however, many of 
these problems had responded to treatment or—because of the continued growth of 
institutional assets—had been reduced in relative significance, and the decline in 
investment yields became perhaps the top concern of institutional management. 
As the flow of savings into the institutions increased, the pressure upon investment 
officers mounted. They vied with each other in seeking new outlets for their 
money. 

The disproportion between the flow of investment funds and the demand for 
capital, which lay at the roots of the discouraging yield trends, introduced important 
modifications in the investment activities of the savings institutions. In the first 
place, it was a factor toward encouraging the use of direct placements which now 
account for a large proportion of all the non-governmental bonds held by the life 


*Srare oF New York, SEVENTIETH ANNUAL REPORT OF THE SUPERINTENDENT OF Insurance, Part I 
56 (Legis. Doc. No. 33) (1929). 
*N. Y. Laws 1928, cc. 448, 449. 
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insurance companies. With institutional lenders aggressively seeking outlets for 
their funds, the direct placement was a natural development. Direct negotiation, 
long the practice in the settlement of mortgage and most other loans, now established 
itself in the securities field. The general significance of this development is a 
subject in itself, more appropriate to other papers in the symposium. 

In the second place, many state legislatures were encouraged to modify further 
the investment restrictions governing savings institutions. Most of these changes 
were in the life insurance laws. New York amended its law in 1938 to permit the 
investment of up to 10 per cent of assets in housing developments,* and again 
in 1946 to permit the investment of 3 per cent of assets in investment real estate.° 
Finally, last spring the New York Law was amended once again, this time to permit 
investment in common stocks, subject to certain qualifications, of not more than 3 
per cent of assets or one-third of surplus, whichever was less.° The laws of many 
states have been amended to permit a proportion of assets, usually 5 per cent, to be 
invested at the discretion of the life insurance companies.’ 

In the third place, as pointed out earlier, most financial institutions were com- 
pelled for lack of suitable outlets in the private economy to place increasing amounts 
of United States Government bonds in their portfolios during the 1930’s and then to 
add to these even more substantially as a necessary measure of war finance. But 
when the war ended, there was good reason to liquidate these Government obliga- 
tions and take advantage of the favorable opportunities developing in private sectors 
of the economy. The situation which thus developed was one in which the financial 
institutions could not escape criticism, whether they held or sold their Government 
obligations. If they held the bonds, the resulting shortage of funds would have 
been felt keenly in the private economy. This would have led to charges that the 
financial institutions were acting in concert to raise interest rates and were not 
playing their proper role in meeting the requirements of the economy for capital 
funds. If they sold the bonds, they created problems for the Treasury and the Fed- 
eral Reserve Board, which were trying to maintain Government securities prices 
without monetizing the federal debt. Possessing no authority under the law to act 
in concert, and being in receipt of no direct official statement setting forth the 
wishes of monetary authorities, most institutions proceeded to dispose of their 
Government bonds as higher-yielding investments became available in the private 
economy. Thus, the decline of yields was halted two decades or more after it 
started. But the upturn has not been extensive and no one can say how long it will 
continue. 

The commercial banks, like savings institutions, invested increasing amounts 


*N. Y. Laws 1938, c. 25. ®N. Y. Laws 1946, c. 509. °N. Y. Laws 1951, c. 400. 

7A Report in Support oF PRoposED AMENDMENTS TO ARTICLE 5, Section 81, oF THE New York 
Insurance Law 140 Table 18 (submitted to the Joint Committee on Insurance Rates and Regulation of 
the State of New York by the Life Insurance Association of America and the American Life Convention, 
January 30, 1951). 





TRENDS OF YIELDS 41 


during the 1920's in real estate loans and corporate securities, and no doubt they too 
felt the moderate decline in investment yields in these fields. However, the 
largest increase in commercial bank loans from 1921 to 1929 occurred in loans for 
carrying securities. Amounting to about 4 billion dollars in 1921, these loans (by 
member banks) appear to have increased to over 10 billion dollars by the end of 
1929.8 The commercial banks found a ready answer to the problem of investment 
outlets in this vast and expanding market. 

However, this outlet was not reliable. The stock market collapsed under 
the weight of speculation. Loans to carry securities then became unsuitable for 
commercial bank portfolios, and soon other forms of bank loans began to decline. 
The commercial banks began to buy United States Governments, and the yield trend 
of their investments commenced a sharp decline. The income stream, instead of 
being fed by the flow of loans into the private economy, began to be drained by 
repayments. Life insurance companies found themselves supplying funds, through 
policy loans and surrenders, for the purpose of liquidating bank loans.® 

For a few years during the depression the commercial banks, like other institu- 
tional investors, were too concerned about the uncertain outlook for loans already 
on their books to worry very much about the contraction of investment outlets. 
After the bank holiday in 1933, however, investment yields became a major concern 
of the commercial banks just as they did in the case of the savings institutions. 
Soon the commercial banks, like the insurance companies, began to make direct 
loans to business. A popular procedure was for a commercial bank to take short 
maturities, leaving long maturities of the same loan, or perhaps a loan senior to the 
bank loan, to the life insurance companies. Other outlets, such as personal loans 
and instalment credit, were explored in an effort to relieve the continuing decline in 
the trend of yields. These efforts, however, proved unavailing. Except for occasional 
interludes United States Government obligations continued to account for an in- 
creasing proportion of the commercial bank portfolios. The yield on investments 
declined to a low of 1.8 per'cent, reached in 1944 and 1945. 

The upturn in investment yields of the commercial banks commenced in 1946 
a little earlier than it did for the savings institutions. As indicated in Table 8, 
the banks, like the savings institutions, had an exceptionally large proportion of 
their assets invested in United States Governments when the war ended. Hence, 
the appearance of a strong demand for capital funds in the private economy en- 
couraged the banks to seek higher investment yields by disposing of their United 
States Governments and investing the proceeds in business loans, real estate loans, and 
other forms of private credit. The commercial banks, however, are not merely in- 


®See BANKING AND Monerary Statistics, Tables 19 and 22 (Board of Governors of the Federal 
Reserve System, Washington, D. C. 1943). Comparable statistics do not seem to be available for the 


entire period. 
* PROCEEDINGS OF THE TWENTY-SIXTH ANNUAL CONVENTION OF THE ASSOCIATION OF LIFE INSURANCE 


PrEsIDENTS 87 (1932). 
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vestment institutions; they also furnish a large part of the nation’s money supply. 
The shift in investment policy in 1946, therefore, had broad economic consequences, 
leading ultimately to a major change in monetary and debt management policy 
of the Government. The circumstances leading up to this change call for a few 
comments at this point. 

Unlike the savings institutions, when the commercial banks lend, they increase 
their deposits and therefore expand the nation’s money supply. This process can 
continue as long as the banks possess the necessary reserves. But commercial 
bank reserves can be augmented by the sale of Government obligations to the Fed- 
eral Reserve System and the System was committed at the end of the war to support 
the price of these obligations. It was recognized that the commercial banks could 
augment their reserves at will under these circumstances, and that the sale by non- 
bank holders of marketable debt which found its way into the Federal Reserve Banks 
also would increase commercial bank reserves. The debt management policy of the 
Treasury throughout the postwar period, therefore, has emphasized the retirement 
of marketable debt held by the banks, using for the purpose funds obtained from 
taxation and the sale of savings bonds to the non-bank public. 

Prior to the outbreak of the Korean war the debt management policy of the 
Treasury and the investment policies of the commercial banks adjusted themselves 
to each other in a reasonably satisfactory manner. Indeed, from the end of 1946 
through June 30, 1950, the Treasury redeemed about 21 billion dollars of marketable 
debt, an amount well in excess of the 16 billion dollars of net disposals by the com- 
mercial banks and the principal savings institutions..° The Federal Reserve, al- 
though supporting the price of United States Governments and hampered by a 
substantial inflow of gold, was able over this period to effect a reduction in its port- 
folios and thus to retain control of member bank reserves. Meantime, the member 
banks added about 1.4 billion dollars to their capital and surplus. These funds, to- 
gether with the proceeds of Government bond disposals and an increase in time 
deposits, permitted them to lend 13.7 billion dollars to the general public while 
increasing demand deposits by only 3.3 billion dollars. Thus, prior to the Korean 
war, the debt management program functioned with reasonable smoothness and 
on the whole it facilitated the investment programs of the commercial banks. 

The outbreak of the Korean war upset the delicate monetary balance the Treasury 
and the Federal Reserve had maintained throughout most of the postwar period. 
The public, fearful of a new era of shortages, went on a buying spree, particularly 
in the durable goods and housing fields. Savings deposits were drawn down. Re- 
demption of Series E bonds exceeded sales. Increasing amounts of instalment 
credit and mortgage credit were sought from the financial institutions. The financial 
institutions in turn sought funds through the sale of Government obligations. Al- 


10 


See Treasury survey of ownership of federal securities, Treasury Bulletin, March, 1947, p. 49, and 
id., September, 1950, p. 33. 
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though the Treasury, benefiting from a tax rise, continued to redeem its marketable 
debt, it could not keep up with these sales. The bonds, therefore, backed up in the 
Federal Reserve portfolios and caused member bank reserves to increase. The 
Federal Reserve could no longer sterilize the inflationary effects of the bond support 
program. The necessary adjustment came with the well-known accord between 
the Treasury and the Federal Reserve last March, whereby rigid support of bond 
prices was abandoned in favor of a more flexible arrangement designed to maintain 
an orderly Government bond market. 
B. Operating Policy 

The declining trend of yields had important effects upon the operating as well 
as the investment policies of the financial institutions. In the life insurance field 
the effects were primarily on the actuarial side of the business. As the decline per- 
sisted, life insurance companies reluctantly reduced the dividend rate on outstanding 
policies and the rate of interest guaranteed in new policies. These actions tended, 
of course, to make life insurance more expensive to policyholders than otherwise 
would have been the case. Declining yields likewise required mutual savings banks 
to take a similar course of action—namely, to reduce the rate of interest paid on 
savings accounts. 

In the commercial bank field resort was had to so-called “activity charges” on 
checking accounts and the sale of checks for small accounts. Beyond this, dividend 
payments to stockholders were drastically curtailed in the early 1930’s and while 
some improvement has occurred since the war the rates on most bank stocks are 
still comparatively low. This has placed bank stocks at a disadvantage with stocks 


of other enterprises and has made it difficult for banks to attract the capital needed 
to support the great wartime expansion in bank deposits. 


VI 


SUMMARY 

This article has traced the trend of investment yields of major financial institutions 
during the past few decades and has considered some of the important implications 
of this trend. During the major part of the past few decades the investment yields of 
institutions have been declining due primarily to an inadequate demand for capital 
funds and an easy money policy by Government. All institutions have experienced 
an upturn in yields in the period following World War II due to the huge demand 
for corporate capital and mortgage funds. 

The prolonged downward trend in yields had many important implications for 
financial institutions, both from the viewpoint of their investment policy and their 
general operating policy. All of the institutions were obliged to seek new outlets 
for their funds in higher-yielding investments, and this gradually required a loosening 
of state laws restricting institutional investments. The declining trend of yields 
tended to increase the net cost of life insurance and lowered the rate of return paid 
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on savings deposits. It also reduced the dividends paid on commercial bank stocks 
and led to the introduction of service charges by the banks. Finally, it caused all 
financial institutions at the end of the war to look for higher-yielding replacements 
for a large proportion of their Government bond holdings, producing problems for 
the monetary authorities and leading ultimately to a change in monetary policy. 
American economists have become accustomed to thinking of interest as a 
cost to society—a cost to taxpayers through interest on the public debt, a cost to 
home owners, a cost to corporate borrowers. A prime consideration of the Govern- 
ment’s easy money policy has been to reduce the interest cost to society. Little 
attention has been paid until recently to interest as a source of income to society. 
Looked at in this light, reduced interest rates have penalized the millions of savers 
who are the ultimate owners of the assets of life insurance companies, savings banks, 
and other financial institutions. An appreciation of interest as a source of income 
as well as a cost to society may lead to a reconsideration of some of the factors that 
have been influential in guiding the Government towards an easy money policy. 





LEGAL FRAMEWORK, TRENDS, AND DEVELOP- 
MENTS IN INVESTMENT PRACTICES OF 
LIFE INSURANCE COMPANIES 


HavucutTon Be.tt* anp Harotp G. Frainet 


Changes have taken place, as the title indicates, and are still taking place, 
both in the laws governing the investment of life insurance funds and in the 
practices of the companies in making such investments. The changes in practice, in 
turn, not only result from the changes in laws but are also, possibly to an even more 
important extent during the past 25 years, changes which have been made by the 
companies within the framework of existing statutory provisions. 

It will be the purpose of this article to trace these changes, especially those which 
have occurred since the late twenties, and also to assess them in the light of what 
appears to be the interest of the public, and, particularly, the interest of life insurance 
policyholders. The policyholders are presently estimated to number approximately 
55 per cent of the people in the United States,’ and with their beneficiaries cover a 

* Lire INsuraANcE Fact Book, 1951 5 (Institute of Life Insurance, New York City). 
much larger proportion of the population. 

In order to appreciate the development of life insurance investment, it is necessary 
to view it in perspective. It is only in this way that the scope and significance of the 
changes which have been taking place in investment laws and investment practices 
can be understood and evaluated. 


BACKGROUND OF LEGAL FRAMEWORK 


The legal framework, of course, controls the areas within which investments may 
be made. A life insurance company’s investments are governed directly by the laws 
of the state of its domicile. The single exception is investments in real estate, where 
the laws of the situs also directly affect the legality of the investment. 

Life insurance companies domiciled in just 6 states have since the turn of the 
century accounted for between 80 per cent and go per cent of the assets, and therefore 
of the investment funds, of all legal reserve life insurance companies in the United 
States. These 6 states are New York, New Jersey, Massachusetts, Connecticut, Wis- 
consin, and Pennsylvania and their relative importance is shown in Table 1. 

* A.B. 1917, LL.B. 1922, Harvard University. Vice President and General Counsel, The Mutual 
Life Insurance Company of New York, since 1950. Formerly associated with firm of Root, Clark 
Buckner, Howland, and Ballantine, New York City, 1923-1933. Assistant Financial Manager, The 
Mutual Life Insurance Company of New York, 1933-1938; Assistant General Counsel, 1938-1950. Con- 
tributor to insurance and financial periodicals. 

+Com.E. 1926, University of Cincinnati; Ph.D. 1937, University of Minnesota. Professor of Com- 
merce, University of Wisconsin since 1948. Previously assistant director of research for the Life Insurance 
Investment Research Committee and head of the Research Section of the Trading and Exchange Division 
of the Securities and Exchange Commission. Co-author, Srupy oF BANK Earninc Assets (1938); PERson- 
NEL PROGRAM FOR BANKS (1939); Corporate Bonp Statistics (1941). Contributor to financial period- 
icals. 
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TasLe 1. ADMITTED Assets OF LiFe INsuRANCE CoMPANIES DoMICcILED IN 6 STATES 





PERCENT OF ALL 

Mi.uions or DoLiars U. 8. Companies 

Serine aan waite aes a ne oe 
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Connecticut 223 345] 1,198 7. 
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Pennsylvania........| 191} 324) 812 
Wisconsin 221; 367) 871 
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Six-State Total... ./2,747/4,905|13, 178/19 ,579 93.9] 88.6] 82.6] 84.3 

















All U. S. Companies|2,924/5 537/15, 961/23 216}: 3,699] 100 0/100 .0]100.0|100.0 























Note: Detail may not add to totals due to rounding. ; , 
Source: From data supplied by the Division of Research & Statistics of the Institute of Life Insurance, New York City. 


The laws of those states have, consequently, by and large, established the legal 
framework for life insurance investments. Laws of states in which companies are 
licensed to do business, however, may have an indirect effect on their investments, 
since it is not uncommon for them to provide that a license may be refused a foreign 
insurer if its investments do not comply in substance with the investment require- 
ments and limitations imposed by law upon domestic insurers. The area of latitude 
which a foreign company enjoys in such a state beyond that of a domestic company 
necessarily depends, to some extent at least, on the policy of administration followed 
by the state insurance department, but in the main, it must confine itself to the in- 
vestments permitted to domestic companies. 

When the number of life insurance companies domiciled in New York state is 
added to the others that are licensed to do business there, it is found that together 
they account for 84.6 per cent” of the assets of all United States legal reserve life 
insurance companies. Since New York has a provision requiring substantial com- 
pliance by foreign insurers with its investment laws,® and, since its investments laws 
have consistently. been among the strictest in the United States, its laws have had a 
more important influence than the laws of any other state in marking out the areas 
in which life insurance funds may be invested. 

INFLUENCE OF THE ARMSTRONG OR HucHes INVESTIGATION 


Any study of life insurance investments in this country must, almost necessarily, 
start with at least a passing reference to the Armstrong or Hughes investigation of 
life insurance companies which took place in New York in 1905. Before that in- 
vestigation, there had been wide latitude permitted the companies in the matter of 
investments. The investigation disclosed the abuses which had arisen through the 
participation of life insurance companies, in common with their officers and di- 


* As of December 31, 1950. In 1906, the figure was 97.5%. (Source: Institute of Life Insurance). 
*N. Y. Ins. Law §90.1. 
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rectors, in underwriting syndicates and as a result of the control through stock owner- 
ship by life insurance companies of other corporations, including banks and mort- 
gage companies, in which directors and officers of the life insurance companies had 
stock interests. The laws enacted in New York immediately after this investigation 
swung the pendulum far in the opposite direction and limited life insurance invest- 
ments to public debt obligations, including those of the Federal Government, states, 
counties, and other political subdivisions, adequately secured corporate bonds, mort- 
gage loans secured by improved and unencumbered real estate worth 50 per cent 
more than the amount loaned, and such real property as might be needed for com- 
pany occupancy. Real estate acquired in satisfaction of debt had to be disposed of 
within 5 years from the time it was acquired, unless the Superintendent of Insurance 
granted an extension on the ground of hardship.® Companies were also required® to 
make loans to their own policyholders upon the security of their policies of sums not 
exceeding the legal reserve required on the policy. Investments were not permitted 
in stocks, in income producing real property, in unsecured corporate obligations, or 
in obligations of unincorporated organizations or individuals unless secured by real 
estate mortgage or by collateral in which investments could be made directly. 

The laws of Wisconsin were even more strict, corporate investments being 
confined to adequately secured bonds of railroad and street railroad companies and, 
commencing in 1917, public utility corporations.’ 

Pennsylvania limited investments of reserves to bonds or notes of railroad com- 
panies, and water, gas or other public utility companies, but permitted assets over 
and above capital and reserve requirements to be invested, within limits, in standard 
and listed stocks or other evidences of indebtedness of solvent corporations.® 

New Jersey permitted investments in capital stock, bonds, securities or other 
evidences of indebtedness of corporations, subject to limitations which included 
a dividend paying test in the case of stocks.® 

Massachusetts required that three-quarters of a life insurance company’s reserves 
be invested in areas similar to those prescribed by the New York law, but there was 
wide latitude permitted to Massachusetts companies with respect to the remainder 
of the company’s assets and this could be invested within broad limits in the discretion 
of the directors.’ 

Connecticut also had a fairly liberal investment law which included equity in- 
vestments, subject to a dividend paying test.™ 

All permitted investments in public debt obligations and in real estate mortgage 
loans up to 50 per cent to 6644 per cent of the value of the security. 

“Srare or New York, Testimony, Exursits, aND Report oF LEGISLATIVE INSURANCE INVESTIGATING 


CoMMITTEE (1905). 
'N. Y. Laws 1906, c. 326, §§5, 6, and 36. * Id. §37. 
™Wis. Laws 1903, c. 6; id. 1917, ¢. 270. * Pa, Laws 1911, 567, §§19-20. 
°N. J. Laws 1902, c. 134, §16. 1° Mass. Laws 1907, c. 576, §37. 


1 Conn. Laws 1889, c. 98. 
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Tue SiTuaTIon IN 1928 


There were no changes of any real significance in the legal framework until 
1928. Up to that time, life insurance investments—whether as a result of the require- 
ments of law or the investment policies followed by the companies themselves— 
were in actual fact confined almost entirely to public debt obligations, mortgages 
secured by improved and unencumbered real estate, and corporate bonds adequately 
secured by physical property or collateral other than corporate stocks. As the year 
of 1927 drew to a close, the life insurance business had 43.1 per cent of its assets 
concentrated in real estate mortgage loans, as judged by the holdings of 49 companies 
which had 91.3 per cent of the assets of all United States legal reserve life insurance 
companies.’* The mortgages on urban properties aggregated about twice those on 
farm properties. The investments in corporate obligations came next in importance, 
constituting 28.6 per cent of the assets. Policy loans and premium notes absorbed 
12.1 per cent of the assets. Public debt obligations comprised only 6.1 per cent of 
total assets, with the United States Government bonds only slightly exceeding those 
of the states, counties, and municipalities. Canadian Government bonds represented 
2.3 per cent of assets. Thus, over 92 per cent of all investments were in the form 
of such debt obligations as mortgages and corporate and United States Government 
bonds. All other types were small in amount: real estate represented less than 2 
per cent of total assets; stocks, principally common, only 1.2 per cent; cash, slightly 
less than 1 per cent; and all other assets, including principally accrued interest, un- 
collected and deferred premiums, and foreign government bonds, made up the 
balance. 

Up to this time, the safest corporate investments were generally considered to be 
the obligations of the regulated industries, namely railroads and public utilities, which 
were traditionally secured by mortgages on physical property. Investments in both 
of these fields can be found in substantial volume in the portfolios of life insurance 
companies as far back as the turn of the century and even earlier.’* Railroads had 
reached their maturity before the financing of public utilities had attained sub- 
stantial volume and the bulk of the corporate investments, even as late as 1927, were 
in railroad bonds. Although investments had been made for many years in the 
bonds of water companies, gas companies, and telephone companies," it was in the 
twenties that the financing of electric and power companies assumed a role of major 
importance. By the close of 1927 the total holdings of public utility investments had 
reached about half the holdings of railroad securities. Up to the end of the twenties, 
however, there were very few investments in the obligations of industrial or com- 
mercial companies. At the end of 1927, these constituted only 1.2 per cent of total 
assets. 


** Except where otherwise noted the figures in this and the next two paragraphs were obtained from 
PROCEEDINGS OF THE ForTY-FOURTH ANNUAL MEETING OF THE LIFE INSURANCE ASSOCIATION OF AMERICA 
39-42 (1950). 

** Lester W. ZARTMAN, THE INVESTMENTS OF LiFe INsURANCE COMPANIES (1906). 

34 Ibid. 
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CuancEs—1928 To Date 

This was the setting in 1928. In that year the New York law was amended*® so 
that, instead of corporate investments being confined to secured obligations, life 
insurance companies were permitted to invest in unsecured corporate obligations and 
preferred stocks, provided the earnings of the issuer applicable to dividends during 
cach of 3, including the last 2, of the 5 preceding years were equal to 4 per cent on 
its capital stock. This was a most significant change and, since the most important 
as well as the most interesting changes in trends and developments in investment 
practices took place after that time, the balance of this study will be confined to the 
tracing of the developments in this later period, and consideration of the investment 
problem with which the industry now appears to be confronted. 

The economic characteristics of the period following 1928 which have affected 
investment operations may be outlined briefly. The boom of the late twenties came 
to an abrupt end and the first half of the thirties was a period of deep depression. 
During that period, there was little demand for investment funds by industry. Fur- 
thermore, although the assets of the life insurance industry did not cease to grow, 
there was little growth between the end of 1931 and the end of 1933. By 1933, the 
decline in the interest rate had become pronounced and this decline continued with- 
out interruption for the next 15 years. 

From 1934 on, the demands of industry for investment funds commenced to revive 
and continued, with some setback in 1938, through 1941. This was a period in which 
there were substantial refundings of outstanding corporate obligations to take ad- 
vantage of the lower interest rates. The revival of corporate demand and the period 
of refundings came at a time when there was a very large volume of investment 
funds seeking outlets. The lower interest rates made debt obligations less attractive 
to private investors, and many sought the safety which the diversified investments 
of insurance companies and other institutions provided. The latter half of the 
thirties was also a period of mortgage foreclosures and of sales by the life insurance 
companies of the real estate which they acquired in satisfaction of debt. Foreclosures 
and liquidation of foreclosed real estate holdings continued during the early part 
of the forties. 

The first half of the forties was completely dominated by the growth of the federal 
debt to meet the requirements of the War. It was a period in which industry's in- 
vestment demands were minor, and virtually all of the increase in investments made 
by the life insurance companies was in United States Government bonds. 

The last half of the forties was a period of the greatest capital formation in the 
history of the world. Not only were funds required by industry of all types for re- 
conversion, but they were also needed to meet the pent-up requirements for ex- 
pansion and even, to some extent, for replacement and modernization which had been 
built up during the war and the depressions of the thirties. Most of these capital 


18N. Y. Laws 1928, c. 539. 
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requirements were financed internally, that is, through depreciation reserves and, to 
an even greater extent, retained earnings.’® Nevertheless, investors were called upon 
to furnish a greater volume of dollars for industry and private construction during 
this period than in any previous period of similar length. These demands not only 
absorbed all of the new funds of the life insurance companies, but also absorbed those 
which resulted from a conversion of the low-yielding Government bonds acquired 
during the War into higher-yielding forms of securities. 

This demand appeared to be tapering off during the latter part of 1949 and the 
early months of 195, but the outbreak of hostilities in Korea again stimulated the 
demand for funds in industry. During that year corporations spent an estimated 
18.1 billion dollars on new investment and the nation built an estimated 1,395,000 
dwelling units.’? 

As the demand for investment funds by corporations rose during the latter half 
of the forties, the interest rate, which reached an all time low in 1947, began very 
slowly to rise.“* This reversal of trend was given further stimulus early in 1951, 
when the Federal Reserve withdrew its rigid support of the price of Government 
bonds. This, at least temporarily, slowed up the conversion of the life insurance 
industry’s Government bonds. Credit restrictions, largely voluntary, during the 
past few months also tended to reduce the rate of new investment. 

Lire INsuRANCE CoMPANIES AND THE CAPITAL MARKET 

An understanding of the investment trends and developments which have taken 
place during the period under study also requires consideration of the change in the 
relationship between the total volume of life insurance funds, and also the funds 
of other investors competing with them in the search for investment outlets, on the 
one hand, and the total supply of media which have constituted the traditional forms 
of investment, on the other.’ This change has been profound and has greatly 
influenced the changes which have taken place during the period both in invest- 
ment laws and in company practices. The causes of this change in relationship 
appear still to be operative and point up what is probably one of the principal prob- 
lems confronting the life insurance business today—the finding of new investment 
outlets yielding an income sufficient to keep the net cost of insurance to policyholders 
as low as is consistent with the safety of the investment. 


*® Joint CoMMITTEE Print, Facrors AFFECTING VOLUME AND STABILITY OF PRIVATE INVESTMENT, 
MATERIALS ON THE INVESTMENT ProBLeM (81st Cong., 1st Sess. 1949). 

*T Minutes oF Pustic Hearincs oF THE New York STATE Joint LEGISLATIVE CoMMITTEE ON IN- 
SURANCE RATES AND REGULATION |hcreinafter MinurEs oF Pustic Hearincs] 286 (Feb. 9, 1951). 

*® The net yield on life insurance assets, 5.0% in 1930, dipped to a low of 2.8% in 1947, and 
recovered to 3.03% in 1950. (Source: Metropolitan Life Insurance Company). See Hearings before 
the Joint Committee on the Economic Report on Volume and Stability of Private Investment, Pt. 2, 
81st Cong., 1st Sess. 206 (1949). Yield on new investments is not available. 

*® The principal relationships of institutions to the capital market since 1920 have been described in 
another paper for this symposium—Charles H. Schmidt and Eleanor J. Stockwell, The Changing Im- 
portance of Institutional Investors in the American Capital Market, supra. The comments in this 
paper can therefore be confined to points requiring greater elaboration. 
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Long-term debt obligations have always, even prior to the Armstrong investiga- 
tion, comprised the bulk of life insurance investments. However, it has only been 
in war and postwar periods, including the Civil War, as well as World War I and 
World War II, and during the comparative dearth of other investments in the latter 
half of the thirties, that life insurance funds have been invested to any substantial 
extent in public debt obligations. Public debt, even long-term public debt, normally 
yields a very low return, due to the strength of the credit. This situation is now 
accentuated by the Government's policy regarding the management of the federal 
debt and by the tax exempt features of state and local public debt which make it 
particularly attractive to certain types of private investors, and hence corresponding- 
ly high priced to others. As life insurance funds are forced to go into public debt, 
the cost of insurance to the nation’s policyholders, therefore, progressively increases 
over what it would otherwise be. This accounts for the fact that it has been used as 
an investment medium for life insurance funds only in emergencies or where no other 
form of outlet was available, except to the degree that it has been held for purposes 
of providing liquidity. Consequently, although it is quite naturally a permissible 
investment under all life insurance investment statutes, it is only subject to the 
qualifications just mentioned that it may be said to be one of the traditional outlets 
for life insurance funds. 

The most important point to consider, therefore, in connection with the change 
in relationship between supply of and demand for life insurance investment funds 
is the relationship between long-term private debt, on the one hand, and life insurance 
funds and the funds of other investors competing with them for the same type of 
investment outlets, on the other. 

Again, present trends can best be understood by viewing this relationship in per- 
spective. The relationship for life insurance funds alone is shown in Table 2. The 
dates chosen in that Table are confined to 1906, the year in which the Armstrong 
Committee Report was published; 1916, the year immediately preceding the entry of 
the United States into the first World War; 1927, the year preceding the amendment 
to the New York Insurance Law permitting investment in unsecured corporate 
obligations and preferred stocks; and 1950, the last calendar year preceding the 
writing of this paper. 

From Table 2, the radical change in relationship becomes strikingly apparent. 
At the end of 1906, the total life insurance assets in the United States were only 
about 13.2 per cent of the gross long-term private debt, and approximately 11 per cent 
of the gross public debt (long-term and short-term) and gross long-term private 
debt in the United States.” In 1927, total assets were only about 18 per cent of net 
long-term private debt, and 13 per cent of met long-term public and private debt. 
At the end of 1950, the assets were approximately 54 per cent of met long-term 


*° Only slightly over 4% of the assets of the 49 life insurance companies whose assets then totalled 
97.7% of the industry's assets were actually invested in the public debt in the United States, only .1% 
being in federal debt. 
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Tasie 2. Assets oF U. S. Lire Companies anp Net Lonc-Term Dest in U. S. 





| | 

| Assets Net Lone-Term DEBT AssETs As % or Dest 
December 31 of Life —— — ——|—_—_—_—— 

Companies Priv ate* Public Total Private Public 


($ bil.) ($bil.) | ($bil.) | ($bil.) 
22.0** 4.2** | 26.2** 
58 43.4 5.3 48.7 
81.5 | 28.0 109.5 





119.2 | 219.1 338.3 








*Net Long-Term Private Debt: All private net corporate debt outstanding at end of year having an original maturity of one year or 
more from the date of issue (including bonds and mortgages) plus mortgage debt of individuals and unincorporated businesses, including 
farms. 

**(ross debt. Public debt includes short-term. 

Sources: Institute of Life Insurance, U. 8. Department of Commerce, U. S. Department of Agriculture, U. S. Treasury Department, 
and National Industrial Conference Board. This ‘able, Tables 3, 4, and 5, and Charts 5 and I] were prepared by the Research Division 
of The Mutua! Life Insurance Conenay of New York ‘under the direction of Donald B . Woodward, Second Vice President, and Mrs. 
Eleanor 8. Bagley, Research Associate 


private debt and 19 per cent of net long-term public and private debt. 

A truer picture of the change in relationship between the supply and demand can 
be seen by comparing the aggregate of life insurance funds and the funds of other 
investors which compete for the same types of investments, with the total supply of 
net long-term private debt. Table 3 gives the comparison between the total funds 
of life insurance companies and the other two institutional investors, mutual savings 
banks and savings and loan associations, which are confined principally to the same 
types of investments. It does not, however, include the funds of other investors, such 
as commercial banks, fire, casualty and marine and other insurance companies, in- 
vestment trusts, personal trusts administered by trust companies and personal trustees, 
university, school and other endowment funds, or pension trusts—all investors who, 
while they do compete with part of their funds for the same types of investments, 
are not as closely confined to those types as the institutions whose assets are included 
in the Table. Table 3 thus understates substantially probably both the ratio of com- 
peting funds to net long-term private debt and the rate of growth of the demand. 
Inclusion of these other funds, or even that portion of them which in fact competes, 
would, of course, show a total in excess of present long-term private debt. Pension 
funds alone, excluding those carried in life insurance companies, are estimated to be 
increasing at the rate of about one billion dollars a year. In view of the rapidity of 
growth of investment trusts and pension trusts in recent years, the rate of growth of 
the demand for, versus the supply of, investment media shown in Table 3 would 
appear to be even higher than that indicated by the Table. Additional figures re- 
lating to this comparison are included in the first paper in this symposium, on “The 
Changing Importance of Institutional Investors in the American Capital Market.” 

It is easy to see from the situation revealed in Tables 2 and 3 that one prime char- 
acteristic of the whole period from the depression to the recent relaxation by the 
Federal Reserve of its rigid support of the Government bond market is that it has 
been a borrower’s market in which competition by institutions to get their money in- 
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TABLE 3. Savincs InstrruTION Assets* AND Net Lonc-Term Private Dest 





| Savings Institution Net Long-Term 
December 31 | Assets Private Debt 


Assets as [% of Debt 


($bil.) % 


($ bil.) 
not available 
5 43.4 
81.5 
125.1 











*Life insurance companies, mutual savings banks, and savings and loan associations. 
Sources: Institute of Life Insurance, Federal Home Loan Bank, Comptroller of Currency, Board of Governors of the Federal Reserve 
System, and U. S. Department of Commerce. 


vested has been extremely keen. It is scarcely possible to avoid the suspicion also 
that, at least for part of the period, institutional investors of all kinds who were 
confined largely to the field of debt obligations have, making full allowance for the 
Government's money policy, been paying something for legality as distinguished 
from investment quality.2 The differential in cost is ultimately stood by the great 
body of the nation’s policyholders. 

As might also be expected, the period since 1928 has been one during which the 
life insurance industry has been exploiting to the full the areas of permissible in- 
vestments in the traditional forms. This has been necessary in order to try to pro- 
vide, under lower interest rates and higher costs, the growth of reserves required by 
policy contracts written during earlier periods of higher interest rate assumptions. 
Without such an effort, inflation of costs and artificially low interest rates would 
have raised the cost of insurance under new contracts more than they have. This 
period of great relative reduction in supply of traditional investment media has been 
also characterized by only slight changes in the legal framework. The slight changes 
that have been made represent a further bursting out from the molds into which 
life insurance investments were cast in the post-Armstrong days, even as these were 
relaxed by the amendments and practices commencing in the late twenties. 

The changes in the legal framework which have taken place in the past 25 years 
may be described briefly. The more important changes were: (1) the inclusion 
within the legal areas of 80 per cent and go per cent mortgages insured by the F.H.A., 
permitted during the middle thirties and early forties, and mortgages guaranteed by 
the V.A., permitted during the forties; (2) some relaxation in the earnings’ tests for 
corporate securities, permitted during the late thirties; (3) the inclusion of invest- 
ments in large scale rental housing projects for low and moderate income groups, 
in some cases with maximum returns roughly comparable to those earned on mort- 
gage loans, permitted during the late thirties and early forties; and (4) the in- 
clusion of a limited amount of investment in income-producing real estate, fre- 


"See REPORT BY THE Trust INVESTMENT Stupy CoMMITTEE 54, 62 (Trust Division, N. Y. State 
Bankers Ass'n, 1950). That report also brings out well the differential which has existed between common 
stock yields and debt yields. See also Hearings before the Joint Committee on the Economic Report, supra 
Note 18, at 394, 395. 
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quently excluding that used primarily for agricultural, ranch, mining and amuse- 
ment purposes, initiated by a Virginia statute in 1942 and widely permitted during 
the middle forties.2*_ (5) Other special types of investments, such as obligations of 
the International Bank for Reconstruction and Development, have been generally 
added to permissible investments. By far the most significant amendments have 
opened up to a limited but increasing extent (6) investments in common stocks, now 
legal in 36 states, 12 having been added to this list since 1940; and (7) investments 
subject to no legal restrictions, 1.¢., investments within the discretion of management, 
permitted in a series of amendments in 14 states, commencing in 1945.7 

In the main, however, from 1906 to the present time, life insurance investments 
have been confined, with relatively minor exceptions, to corporate debt, real estate 
mortgage debt, and, to a lesser extent, public debt obligations. This can be seen, in 
summary form, from Table 4 and Chart 1, showing the changes in assets which 
have taken place, particularly in the period since 1927. 

The figures alone in Table 4 and Chart 1, if studied closely, tell part of the 
story of the trends and developments which have been taking place during the past 
25 years within the comparatively little-changed legal framework. But it is only 
part of the story and the bare figures conceal much of it, particularly the revolutionary 
changes which have occurred in investment analysis and lending methods. 

The figures themselves are deserving of some comment. The differences be- 
tween the changes in percentage figures and in dollar holdings since 1927 are 
differences which might be expected with the rapid growth of life insurance assets, 
but they are, nevertheless, noteworthy. The greatest changes both percentagewise 
and dollarwise have taken place in the holdings of United States Government bonds 
and in the holdings of industrial and miscellaneous corporate bonds; and it is the 
latter change which provides the most interesting story. Public utility bonds 
slightly more than doubled percentagewise but increased almost nine-fold dollar- 
wise. The dollar holdings of railroad bonds increased slightly, but percentagewise 
they represent little more than one-quarter of the 1927 investment. The percentage 
holdings of real estate mortgages also declined substantially, but the dollar volume 
increased approximately two and one-half times. Although the dollar holdings of 
real estate increased approximately four times since 1927 (with a larger bulge during 
the foreclosures of the thirties and early forties), they still represent only about 2 per 
cent of assets. Investments in stocks have increased from the relatively small figure 
of 102 million dollars to 2.1 billion dollars (of which only about one fourth consists of 
common stock), but still constitute only about 3 per cent of assets. There has been 
a slight increase in the dollar volume of policy loans and premium notes, but per- 
centagewise they have fallen from over 12 per cent to less than 4 per cent, with, again, 


*?Va. Cope ANN. §4258a (1942); see Satterthwaite, Investments by Life Insurance Companies in 
Real Estate, Is. L. J. 771-783 (Sept. 1947); Cary, Corporate Financing Through the Sale and Lease-Back 
of Property: Business, Tax and Policy Considerations, 62 Harv. L. Rev. 1-41 (1948). 

** See William R. Shands, Investment Laws—Changes During Last Decade (paper read before the 
Association of Life Insurance Counsel, Dec. 11, 1946). 
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a bulge during the thirties which reached its peak in 1932 and 1933, at the depth 
of the depression. 

As just indicated, the most interesting development which has taken place in the 
period under review has been in the field of industrial and miscellaneous corporate 
obligations, almost fully opened up to life insurance investments by the New York 
amendments of 1928.** The securities of industrial and commercial corporations are, 
for the most part, unsecured or only partially secured and, therefore, the growth 


34 Wisconsin, however, did not include industrials in its list until 1935 nor investment in unsecured 
corporate obligations until 1939 (Wis. Laws 1935, c. 260; id. 1939, c. 141). 
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of this section of the life insurance portfolios signifies, to a large extent, the entry 
of the industry into the field of unsecured corporate lending. 

Investments in the industrial and commercial area remained comparatively low 
until industry began to emerge from the depths of the depression, and at the end of 
1934 still comprised only a little more than 400 million dollars, or 2 per cent of assets. 

Up to the end of the twenties, there was still a very large supply of long-term cor- 
porate debt obligations available to life insurance companies. The life insurance 
companies were, therefore, in a position where they could pretty well pick and choose 
between highly rated obligations of large and well-known concerns. The testimony 
before the Sub-committee on Investment of the Joint Committee on the Economic 
Report in December, 1949,”° as well as before the New York State Joint Legislative 
Committee on Insurance Rates and Regulation in February, 1951,7¢ indicates that 
most of their investments were, in fact, made in relatively large-sized corporations, 
principally railroads and utilities. 


** Hearings before the Committee on the Economic Report, supra note 18, at 355 ef seq. See also 
Haughton Bell, Comments on Direct Placement of Securities (paper read before the Association of Life 
Insurance Counsel, Dec. 13, 1949), reprinted as Does Direct Placement of Securities Lead to Corporation 
Control?, The Commercial and Financial Chronicle, Dec. 22, 1949, p. 9. 

** Minutes oF Pustic HEARINGS, op. cit. supra, note 17. 
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A few years later, at the same time the life insurance companies were entering 
the new industrial field, the railroads had fallen on evil days financially and many of 
them, operating close to one third of the railroad mileage in the country, had either 
filed petitions in receivership or for reorganization under Section 77 of the Bank- 
ruptcy Act, or were about to do so, so that many securities formerly considered prime 
insurance company investments had fallen from favor. 

Although the public utility field, particularly operating companies, stil! retained 
its high investment ratings, the life insurance companies began to explore the new 
industrial field intensively. 

DeveLopMENT OF Direct PLACEMENTS 

It was a very natural circumstance that, under the conditions then prevailing, 
industrial companies seeking financing began to come directly to the insurance 
companies, which had ample investment funds available, and to place their securities 
directly. The larger offerings were placed with a group of insurance companies 
and the smaller offerings were frequently placed with one company. This was the 
period of the development of the direct placement. 

The direct placement represents a very natural and logical development, since it 
has brought into long-term lending the direct contact between borrower and lender 
which has always prevailed in short-term lending. It constituted a method of 
financing which was particularly useful to the insurance companies when they were 
exploring, and at first largely experimenting in, what was to them not only a new 
investment area, but also one which involved a new type of lending. The insurance 
companies met the situation by greatly expanding their research and analytical 
staffs so that they could conduct original studies of the new industries to which they 
were lending. This expansion of expert study and analysis of potential investment 
areas and prospective individual investments, together with the ever increasing 
volume of investment information which has been becoming available throughout 
the whole period under review, has in itself been a most significant development 
and has immeasurably improved lending technique and the capacity of the com- 
panies to cope with the problems involved in new potential investments. The 
companies also attacked intensively the problem of working out loan agreements 
which would give them maximum protection in long-term unsecured loans con- 
sistent with necessary freedom on the part of the issuer to conduct and expand its 
business. They also tailored the agreements to meet so far as possible the particular 
requirements of borrower and lender alike. 

Direct placements were speedily found to have advantages which appealed to 
many borrowers, although they have far from displaced public offerings. Not only 
did the borrowers benefit from the tailoring of the agreements to fit their particular 
situations to a greater extent than was customary in public offerings, but they also 
frequently considered it advantageous to have a loan in the hands of one or a 
limited number of experienced investors whom they might approach for indenture 
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changes if circumstances were altered, rather than to go through the more cumber- 
some procedure which would be involved in changes in indentures in a widely 
distributed issue or might even require its refunding. Moreover, as the insurance 
companies became familiar with the new field of investment, borrowers found it 
possible to obtain a much speedier decision on the availability of funds and the 
pricing of the issue than was possible under the public offering procedure, par- 
ticularly in the light of the requirements of the Securities Act of 1933.77 Perhaps 
even more important from the borrower's standpoint has been the fact that, par- 
ticularly in recent years with the extremely keen competition among lenders to 
get their funds invested at better than public debt rates, there has been a trend 
toward longer and longer forward commitments, generally with payment by the 
borrower of a commitment fee during the waiting period. Thus, a borrower is 
able to get assurance a year or more in advance that his financial requirements will 
be satisfied and at a known interest cost. Furthermore, the expense of issue, both 
through savings in underwriting fees and in expenses of registration, materially 
favored direct placements, savings from which the insurance companies often 
obtained some of the benefit through a slightly improved interest rate. Finally, for 
a time at least, the fear of possible liabilities imposed by the Securities Act in the 
case of public offerings, led issuers to favor the direct placement, although amend- 
ment of the Act and the failure of suits to materialize later dispelled these fears.”® 

One development in the loan agreements which was a direct outgrowth of the 
lessons which the depression had taught was the prevalence of provisions for the 
regular amortization of loans. This feature was introduced not only into agreements 
covering secured, as well as unsecured, corporate loans, but also into real estate 
mortgage loans. Also, it was part of the pattern required under the National 
Housing Act”® and, later, by the Veterans Administration, in F.H.A. insured and 
V.A. guaranteed mortgage loans. F.H.A. loans, which have been acquired in very 
large volume by the life insurance companies, particularly loans insured under 
Title II and Title VI of the Act, required complete pay-outs during the period of 
the loan; and complete pay-outs were generally required also in conventional dwell- 
ing loans. In some indentures securing corporate loans, a complete amortization of 
the foan over -its life was required. In other indentures, a partial amortization was 
mandatory, often coupled with a provision for additional payments out of earnings 
according to formulae worked out in the individual agreements. 

Borrowers and lenders alike recognized the value of the amortization provisions. 
Indentures covering loans made in direct placements almost invariably provide for 
at least a substantial reduction of the indebtedness through amortization by the 
maturity date. Similar provisions have become more common in indentures covering 

87 48 Srat. 74 (1933), 15 U. S. C. §§77a-77aa (1946). 


88 48 Sra. 881, 905 (1934), 15 U. S. C. §77k (1946). 
*° 48 Srar. 1246 (1934), as amended, 12 U. S. C. §§1701-1743 (1946). 
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public offerings, probably due, in part at least, to the position taken by the life in- 
surance companies in their direct lending. 

At this point, it may be interjected that in addition to the trend toward amortiza- 
tion of investments, there has also been a trend on the part of life insurance in- 
vestors in recent years toward setting up reserves against investments to an extent 
not previously done. This is true with respect to mortgage loans, as well as corporate 
investments of all types. It has no relation to direct placements, but is a sound de- 
velopment as investments have been made in wider and wider fields within the 
legal framework. 

The method of direct placement was not only of great help to the insurance 
companies in exploring and analyzing new lending areas because of the knowledge 
of the borrower’s management it generally enabled them to gain through direct 
contact, but it also enabled them to investigate new issues to an extent which 
would have been prohibitively costly had they been forced to take their chances on 
acquiring a part of an issue, or losing it entirely, if it was offered publicly. As 
might be expected, therefore, there has been a marked tendency for the insurance 
companies to make loans to smaller companies than had been the practice before 
direct placements came into vogue. This was also brought out at the 1949 hearings 
before the Sub-committee on Investment of the Joint Committee on the Economic 
Report.*° 

There has been some criticism that through direct placements life insurance com- 
panies were gaining undue influence, sometimes termed “control,”* over borrowers. 
This arises from a misunderstanding both of the duties of a lender and of the pur- 
pose and operation of loan agreements. 

Banks, proverbially the short-term lenders, guard their loans with careful pro- 
visions designed to assure their repayment. It is even more important that long- 
term lenders, simply because of the added length of time the loan will be outstand- 
ing, should do so. It is especially important that a lender of fiduciary funds should 
exercise such prudence. Thus it is no more than the duty of a life insurance 
company, when making a long-term loan, to insert provisions in the loan agreement 
which will give the greatest assurance possible that the financial practices and 
position of the borrower which made it an eligible credit will be maintained during 
the life of the loan. If they are not maintained, the lender must have an opportunity 
to compel repayment before the borrower's financial situation has deteriorated to a 
point where this would be impossible. That is all the covenants of a loan agreement 
seek to do. Contrary to much loose talk and writing on the subject in some quarters 


°° Hearings before the Joint Committee of the Economic Report, supra note 18, at 355 et seq. See 
Bell, Does Direct Placement of Securities Lead to Corporation Control?, The Commercial and Financial 
Chronicle, Dec. 22, 1949, p. 11. 

*.'The use of the word “control” in connection with loan agreements is a complete misuse of the 
term. “Control” is defined by Webster as synonymous with “direction,” “management,” “regulation.” 
The position of the borrower in relation to the lender does -not even remotely resemble any of these 


synonyms. 
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—and it is noticeable that these criticisms do not emanate from borrowers, who 
usually appreciate the conditions which must exist and be maintained to induce any 
experienced lender to extend long-term credit—the loan agreements are designed to 
give the borrower maximum freedom in the operation and the expansion of its 
business, consistent with the maintenance of sound financial practices.*? 


Recent DeveELopMENTs IN New INVESTMENT Forms 


The history of the flow of life insurance funds into new areas of investment as it 
was participated in by one company, whose experience may be taken as typical, was 
described in some detail at the 1949 hearings before the Sub-committee on Invest- 
ment of the Joint Committee on the Economic Report.** Among the more novel 
fields of corporate financing which have been successfully developed are long-term 
loans secured by oil and gas leases in proved and producing fields, the extension of 
subordinated credit to personal finance companies, and new departures in the 
financing of railroad cars and locomotives and other transportation equipment, in- 
cluding fleets of automobiles and trucks maintained by industrial corporations.** 
The exploration of new investment areas has not been confined to the industrial and 
commercial field, but has included the newly developing natural gas transmission 
industry, other segments of the public utility field, and special revenue bonds issued 
to finance the construction of public facilities. 

These last furnish an interesting chapter in themselves. In the late twenties, a 
method of financing public facilities by the use of bonds secured only by the 
revenues to be derived from those facilities, was worked out. Because bonds of this 
type do not require a pledge of the credit of the state or any of its political sub- 
divisions and, therefore, do not affect debt limits, they have come into considerable 
vogue. The financing must, of course, be arranged before the facilities are built and, 
therefore, a commitment for the investment must be made, and at least part of the 
bonds drawn down upon estimates made by competent engineers, both as to the 
cost of construction and as to the revenues which would be derived from the facilities. 
They were expressedly authorized by the investment law of New York in 1940,°* 

*? For a general discussion of direct placements, see Rodgers, Purchase by Life Insurance Companies 
of Securities Privately Offered, 52 Harv. L. Rev. 773 (1939); Fraine, Direct Sale of Security Issues, 
and discussion, 16 J. Am. Ass’N Univ. TEACHERS OF INSURANCE 40 (1949); Bell, supra note 30; E. Ray- 
MOND Corey, Direct PLACEMENT OF Corporate Securities (Harvard University, 1951). An excellent 
compilation of statistical material relating to direct placements made each year is contained in the 
Year Books of Private Placement Financing, prepared by E. V. Hale & Company, Chicago. This in- 


cludes, for each issue listed, the names of borrower and lender, type of security, principal amount, 
interest rate, maturity, intermediary (if any), and purpose of financing. 

** Testimony of Oliver M. Whipple, Financial Vice President, The Mutual Life Insurance Company 

of New York, in Hearings before the Joint Committee of the Economic Report, supra note 18, at 355 et 
seq. 
** The Equitable Life Assurance Society of the United States and The Prudential Insurance Company 
of America have developed new types of financing railroad locomotives and equipment. The Mutual 
Life Insurance Company of New York developed a new method of financing fleets of automobiles and 
trucks. 

85 N.Y. Ins. Law §81(1). 
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although this amendment may be regarded simply as a clarification of a pre-existing 
permissive provision. Turnpike bonds, bridge bonds, state university building 
bonds, and other bonds of this type have been purchased in considerable quantity. 
No statistics are available as to the amount purchased, but it appeared that by 1945 
the total volume of special revenue bonds outstanding was approximately 1.5 billion 
dollars and at the end of 1950 the total volume of non-guaranteed governmental debt 
was slightly over 3 billion dollars.** This last figure includes some bonds payable 
from special taxes and special assessments, but, in view of the volume of turnpike 
and bridge financing in recent years, probably the bulk of it consists of special 
revenue bonds. 

The suitability of oil and gas production loans secured by leases in proved and 
producing fields has become established due: (1) to technological developments 
which have made it possible for geologists to estimate, with substantial accuracy, 
the minimum amounts of recoverable oil and gas in drilled and developed fields; 
and (2) to the need for long-term funds in this industry, (a) by reason of state 
pro-rationing laws which have lengthened the period during which capital investment 
by the owners of leases is returned, and (b) the advent of the deep well, where 
the capital investment is far greater than in the shallower wells of 15 years ago. The 
pro-rationing laws have added to the recovery of oil and, by regulating each owner’s 
production, have further added to the safety of loans by preventing any owner from 
syphoning off oil in the field more rapidly than his neighbors. They have also 
tended to stabilize production and prices. The steadily growing importance of oil 
to the nation’s economy and the technological improvements which have been 
made and are still being made in oil recovery have added to the attractiveness of 
these loans. Life insurance companies have now been making them for about 8 years, 
and banks, particularly in the southwest and also some of the large New York City 
banks, for almost twice that time.** The safety of such loans is, of course, dependent 
on the care with which they are made and on the competence, as well as the 
honesty, of the engineers and geologists who make the appraisals. This last point 
cannot be overemphasized, and such loans should be made only with the best 
geological and engineering advice obtainable. When so made, they have been 
eminently successful. The value of the security is much less subject to change, more- 
over, except as it has tended to become more valuable, than the value of real estate, 
also determined by appraisal. This type of financing involves none of the risks 
inherent in the search for oil, wild-catting, or even in the exploration of new fields. 
The proceeds of a loan are often used for those purposes, but the loan is made on 
established production. 

According to a report issued June 15, 1951 by the Committee on Valuation of 


*® GovERNMENTAL DEBT IN 1942-1950 (Bureau of the Census). 

®7 Statement of George N. Aldredge, Chairman of the Executive Committee of the First National 
Bank of Dallas, Texas, at a meeting of the Sub-Committee of the Committee on Valuation of Securities 
of the National Association of Insurance Commissioners, May 15, 1946. 
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Securities of the National Association of Insurance Commissioners, the total principal 
amount of oil and gas production loans made by insurance companies and outstand- 
ing on December 31, 1950 was over 200.75 million dollars (including 63 million dol- 
lars representing participations by banks and others). The original total principal 
amount of these loans was over 244 million dollars. 


Housine Projects 


In the late thirties, a new section was added to the law of New York,** permitting 
life insurance companies to acquire and construct housing projects “to promote and 
supplement public and private efforts to provide an adequate supply of decent, safe 
and sanitary dwelling accommodations for persons of low and moderate income 
and to assist in relieving the housing situation.” Although investments in public 
housing companies had previously been permitted, this marked an innovation, since 
it permitted direct ownership of housing projects with no element of subsidy or rent 
limitations involved. Under it several projects have been constructed. Other amend- 
ments*® have permitted investments in housing projects either directly or through 
the ownership of stock, debentures or high percentage mortgage bonds, where the 
power of the state or municipality in assembling the plottage (often involving slum 
clearance) through eminent domain and a limitation on taxes were provided, to- 
gether with a maximum return to the investor about equal to the return which 
could be expected from mortgage loans. The permitted investments include 80 
per cent mortgages, otherwise conventional and with no element of guarantee or 
insurance, on redevelopment projects, including those owned by the tenants as 
cooperatives. Counterparts of these loans are found in the statutes of New Jersey, 
Massachusetts, Pennsylvania, Wisconsin, and many other states. 

Available statistics on the volume of insurance funds which have gone into 
rental housing projects which insurance companies own, either directly or through 
stock of a housing or redevelopment company, as distinguished from those on which 
they have merely made mortgage loans, are meager. However, according to a re- 
lease issued by the Institute of Life Insurance on May 18, 1949, the life insurance 
companies of the country had completed or under way housing projects designed 
to provide-rental housing for 47,000 families with an investment of 475 million 
dollars of policyholders’ reserve funds. Of these, 41 projects, housing 34,500 families 
and representing an investment of 275 million dollars, had been completed. Addi- 
tional housing for 12,000 families, representing an investment of 185 million dollars, 
was under construction; nearly half of this had been completed and was occupied. 
Additional housing for 500 families, with an investment of 15 million dollars, was 
planned but not yet under construction. The total projects, completed and planned, 
aggregated 47. Two were in California, 3 in Connecticut, 1 in the District of 
Columbia, 1 in Florida, 1 in Maine, 1 in Maryland, 2 in Massachusetts, 22 in New 


88°N. Y. Ins. Law §84, Laws 1938, c. 25, §1. 
3° N. Y. Ins. Law §81.9. 
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Jersey, 9 in New York, 3 in Ohio, 1 in Virginia, and 1 in Canada. High costs of 
construction and operation coupled with limitations on rental have substantially 
curtailed activity in this field. 
Income Propucinc Rear Estare—DeEvELOPMENT OF THE PURCHASE AND LEASEBACK 
The amendments to the investment laws which permitted the acquisition of other 
income producing real estate, generally up to 3 per cent to 5 per cent of an insurance 
company’s assets, became general in the three years, 1945, 1946 and 1947, and such 
amendments are now almost universal. Some of these laws required that the 
acquisition be made only in conjunction with a long-term lease but, for the most 
part, there was no such restriction. Nevertheless, the entire period since those laws 
were enacted has been one in which real estate values were generally considered to 
be high. In consequence, although many acquisitions have been made under these 
statutes, comparatively few were made without the assurance that the principal of 
the investment would be returned through what has come.to be known as the 
purchase-leaseback arrangement. Had the permission been granted in a period 
when values were considered to be lower, many more investments might well have 


been made without this precaution. 

Under a purchase and leaseback, the insurance company purchases the property, 
generally either from a prospective tenant or after an arrangement has been worked 
out with a tenant. It then enters into a lease with the tenant providing for an 
absolutely net rental, the tenant undertaking to assume all of the expenses and real 
estate taxes on the property. Such tenants are usually corporations which have a 
sufficiently high credit rating to justify the expectation that the investment will be 


recovered. The investor looks both to the credit of the tenant and the intrinsic value 
of the real estate purchased. The investor’s relative reliance on the two varies from 
case to case, but where the intrinsic value of the property, except to the particular 
tenant, is relatively small, the tenant may have to have a credit rating which would 
justify the extension of unsecured credit during the normal period of a debenture 
issue or even longer, since the leases generally run for 5 or 10 years beyond the 
usual term of a debenture issue. In such cases, the financial accommodation furn- 
ished to the tenant competes, in a sense, with other types of financing and this has 
to be taken into account in arriving at the rental which may be charged. 

Every investment must be made, of course, with an eye to the worst, and in that 
connection, purchase-leasebacks have an interesting aspect. While it is true that 
under the Federal Bankruptcy Law, a landlord can prove a claim for the equivalent 
of only one year’s rental in a bankruptcy for liquidation and three years’ rental in a 
Chapter X proceeding,*® these purchase and leasebacks have in them elements which 
give them peculiar strength if they are carefully made. The amount of the claim 
which can be proved becomes important only if the lease has been rejected by the 
trustee in bankruptcy and the landlord has received the property back. The bank- 


*° 30 Strat. 562 (1898), as amended, and 52 Srat. 893 (1938), 11 U. S. C. §§103, 602 (1946). 
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ruptcy of a corporation is usually the means of reorganization, seldom of liquidation. 
In such a case, the trustee will generally, if the property is essential to the operation, 
continue to occupy it, and so long as he does, the rental is a charge against the trustee, 
and therefore a preferred claim. Furthermore, since the leases are made to tenants 
of extra high credit standing, the rental is usually at a rate lower than that which pre- 
vails in the general rental market. In bankruptcy, therefore, the trustee may not 
only occupy the premises, but may even, because of the advantageous rental, affirm 
the lease, and if he does, the landlord’s claim becomes a preferred claim throughout 
the entire reorganization proceeding and will then generally continue as an obligation 
assumed by the reorganized company. Because of the possibility of being relegated 
to proof for only one or three years’ rental, however, the insurance companies as 
landlords have generally been able to get a better rate of return on their purchase- 
leaseback investments than they would get if they acquired an unsecured obligation. 
The differential in yield has been from '/, per cent to better than 1 per cent. 

The principal incentives to the tenant foi this type of transaction in preference 
to a security issue are threefold. In the first place, this type of transaction lends 
itself to the piecemeal financing involved in setting up a series of buildings much 
better than does the ordinary security issue where, generally, the sale of the entire 
issue takes place at one time. More important, however, is the fact that, since in 
bankruptcy the landlord is restricted to proof of three years’ rent, the credit of the 
tenant-corporation is less directly engaged than in a debenture issue and, for that 
reason, the tenant can generally secure additional financing through the issuance of 
securities more easily than if he had a debenture issue outstanding for which proof 
could be made for the full principal amount in the event of bankruptcy. In other 
words, as it is sometimes put, the tenant remains “debt-free.” The third considera- 
tion is that, under our system of taxation, many corporations have considered it more 
advantageous to rent than to own property, since under a rental arrangement the 
full amount of the rental is a deduction from their income, whereas if they own 
the property they are limited to depreciation on the improvements plus interest on 
any indebtedness incurred in the acquisition. So long as the strings of ownership 
of the tenant are completely cut, there would seem to be no objection to this from 


a legal standpoint. If, however, the tenant has an option to repurchase, the deducti- 


bility of the rental might be questioned, since it would then have some analogy 


to the mortgagor’s equity of redemption, although many of the legal consequences 
would, of course, be different.* 
Common Stocks anp “LeEway” Provisions 


The other recent developments relate to investments in common stocks and to 
investments within the discretion of management outside of statutory restrictions. 


“* For a description of the purchase and leaseback device, see Hearings before the Joint Committee 
on the Economic Report, supra note 18, at 381-387. See also Satterthwaite, supra note 22, and Cary, 
supra note 22, and John W. McPherson, Some Economic and Legal Aspects of the Purchase and Lease 
of Real Estate by Life Insurance Companies (paper read before the Association of Life Insurance 
Counsel, December, 1948). 
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Of the 36 states which now permit common stock investments, 31 do so by express 
statutory authorization, with varying limitations both as to aggregate investment, in- 
vestment in stock of a single corporation, and various types of qualifications regarding 
eligibility of senior securities, earnings, and dividend records. Fourteen states, in- 
cluding some of the 36 common stock states, place no restrictions on a portion of life 
insurance investments, and, as already stated, expressly permit, under what is gener- 
ally known as a “leeway” provision, investments which are not subject to other statu- 


tory restrictions. The “leeway” is up to a limited percentage of assets, generally in the 


neighborhood of 5 per cent, subject also, in some cases, to a limitation expressed as 
a percentage of surplus, and in some states subject also to the “prudent man” rule. 

There has, however, been comparatively little experience, as the figures in Table 
5 show, in either common stocks (or, for that matter, in preferred stocks) or in in- 
vestments within the discretion of management outside the usual life insurance in- 
vestment patterns. The experiences of two companies in the common stock field 
were related by the President of one and the First Vice President of the other at the 
Investment Hearings of the Joint Committee on the Economic Report in 1949,** and 
figures relating to the depression experience of those companies and one other in 
common stocks are shown in Table 5. There appears to be no statistical material 
available on investments in the discretion of management outside statutory limita- 
tions. 

Furthermore, it is unlikely that much resort can be made to the common stock 
field unless changes are made in the rules adopted by the National Association of 
Insurance Commissioners for the valuation of stocks. Under the present rules, all 
stocks, including both common and preferred, must be valued in the annual state- 
ments of life insurance companies at their market price on the last day of the year. 
This is in contrast to the rules for valuation of debt obligations, which, if in good 
standing, may be valued on an amortized basis, #.¢., at cost, adjusted each year so as 
to produce face value at maturity. Moreover, if a company sets up a reserve against 
possible fluctuation in the value of these stocks, the reserve, under the present rules 
of the New York State Insurance Department, must be included in the company’s 
surplus, which, under New York law,‘ is limited to not more than 10 per cent of the 
company’s policy reserves and policy liabilities. Until this method of valuation and 
these rulings with respect to reserves are changed, it seems unlikely that there will 
be any substantial investment in either common or preferred stocks. The valuation 
question, including the whole subject of valuation of securities of all types, has been 
considered by an industry committee for several years and proposals for change, 
recognizing the long-term character of the life insurance business and including the 
building up of reserves for loss and valuation fluctuations in the case of both bonds 


*2 See Hearings before the Joint Committee on the Economic Report, supra note 18, at 242 et seq.; 
testimony of Dwight L. Clarke, President (now Chairman of the Advisory Council), Occidental Life 
Insurance Co. of California, id. at 242, and Joseph M. Bryan, First Vice President, Jefferson Standard 
Life Insurance Co., id. at 273. 

**N. Y. Ins. Law §207. 
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and preferred stocks, have been before the National Association of Insurance Com- 
missioners for several months.** They were considered at the N.A.I.C.’s spring 
meeting in 1951 and laid over for further consideration. Other proposals were made 
by the staff of the Sub-committee on the Valuation of Securities of the N.A.LC. 
during the summer. A hearing was held before the Sub-committee on both sets 
of proposals on October 23, and at this writing the subject is being actively con- 
sidered by representatives of both the industry and the Commissioners. A suggestion 
which would carry the principles of the industry’s proposals further, so as to deal 
with the problem of valuation of common stocks, not specifically covered in the 
industry’s written proposals although discussed at the October hearing, is included 
in a recent article analyzing the entire securities’ valuation question.*® 
Tue Neep ror New INvEstMENT OuTLETs 

To dismiss common and preferred stocks with this brief comment, however, 
would be to ignore the place they seem likely to fill in meeting what has already been 
referred to as one of the life insurance industry’s most pressing problems—the finding 
of new investment outlets—a problem which confronts not only this industry but 
also other investors confined by statute mainly to investments in debt obligations. 

Perhaps in a world as filled with uncertainty as the one in which we are now 
living, attempts to peer into the future may be futile and suggestions for the map- 
ping of future courses presumptuous. Nevertheless, we are discussing an industry 
which necessarily deals with long-term problems requiring long range planning, 
and since both a major problem and also certain conclusions which may aid in the 
solution of that problem emerge from the foregoing discussion, it will at least be of 
interest to project possible future courses of action in the life insurance investment 
field. Furthermore, the two investment areas just mentioned deserve additional 
consideration, since they mark an almost revolutionary departure from traditional 
patterns of life insurance investment, both in law and practice. 

Before entering upon a discussion of the future, it would be well to consider 
further (1) the evidence which points to the existence and the likelihood of con- 
tinuance of a serious investment problem and (2) the essential function which life 
insurance investment is intended to fulfill. 

Reverting to Tables 2 and 3 (and also the first paper in this symposium), the one 
point which stands out is that over the past several decades life insurance investments 
and investments of institutions competing with them have been growing at a 
rate much faster than the supply of those types of investments which have been 
traditional for such funds, if low yielding public debt obligations be excluded. 


*“'They were forwarded to the Commissioners under cover of a letter of April 10, 1951 from the 
Chairman of the Joint Committee of the American Life Convention and Life Insurance Association of 


America on Valuation of Securities. 

‘5 Fraine, The Valuation of Security Holdings of Life Insurance Companies, 6 J. Finance 124ff. 
(1951). See also Hearings before the Joint Committee on the Economic Report, supra note 18, testimony 
of Dwight Clarke at 246, and testimony of Joseph M. Bryan at 297. 
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There appears to be every likelihood that these trends will continue. They rest 
in part on the rising level of income in the United States, based on increasing pro- 
ductivity, and the increased monetization of savings, trends which have manifested 
themselves for decades, accentuated by the redistribution of income which has been 
taking place during the past. two decades to a striking degree. The existence of 
these basic trends and their continuance is dealt with in the first paper in this 
symposium by Charles H. Schmidt and Eleanor J. Stockwell, and the subject need 
not be further discussed here. 

A further compelling reason, not specifically mentioned above, for seeking new 
investment outlets is the trend in yields on life insurance assets. It is of the greatest 
importance that the companies earn the net return on reserves which they have con- 
tracted to earn. This is in the neighborhood of 3 per cent. The rate was lowered 
for new business commencing about 1948, but for many years to come the very 
great bulk of existing reserves and premium income will pertain to contracts which 
require the higher rate. The decline in interest rates shown in Chart 2 illustrates 
what has taken place in the yields. To some extent, this is probably a phase of 
changing relationship between demand and supply in the traditional investment 
fields, but whatever the cause, it lends emphasis to the need for new outlets with 
better yields. 

CuHarT 2 





GROSS YIELOS ON LIFE INSURANCE ASSETS 
1875 — 1950 
“_ CENT PER aa 





= 3S 





3- 





nA ~— 
re) 0 OT a Oe Le ee Le NTE: fe) 


1875 1880 1890 1900 g10 1920 1930 i940 1950 














Source: Metropolitan Life Insurance Co. 











INVESTMENT Practices oF INSURANCE COMPANIES 69 


Errorts to Ger Mopirication oF Lecat Restricrions 

It has already been indicated that the influence of these trends had begun to make 
itself felt on life insurance investment when industrial recovery commenced after 
the depression in the thirties, possibly somewhat earlier. These trends and the 
consequent stringency in the supply of traditional investment media in relation to 
demand were also felt by other investors subject to restrictive statutes. 

In New York, the mutual savings banks gained some relief in 1938 by an amend- 
ment to their investment law*® which made legal corporate debt obligations approved 
by the Banking Board, consisting of the Superintendent of Banks and nine mem- 
bers appointed by the Governor. In 1949, these banks were permitted to invest their 
surplus, in the discretion of the management, in corporate obligations not meeting 
the prescribed statutory tests.*7 In 1950, they announced that they had studies under 
way with a view to seeking further amendment permitting surplus to be invested in 
common stocks, and in 1951 such an amendment was introduced in the Legislature, 
but a full presentation in support of it was not made. The savings banks’ studies 
are continuing, however, with a view to supporting an amendment at the next 


session of the Legislature. 
Trustees have also sought relief. New York trustees for many years had been 


restricted to the same investments as savings banks. In 1950, after the completion 
of an elaborate study** carried on over a period of several years, they succeeded in 
securing an amendment® permitting them to invest up to 35 per cent of the assets 
of a trust in corporate securities, including common stocks, not made eligible by 


other sections of the law. The only limitations on such investments were that, at 
the time of purchase, corporate obligations must be those of a corporation which had 
some securities currently registered with the Securities and Exchange Commission, 
and common and preferred stocks, other than bank and life insurance company 
stocks, must be currently fully listed and registered upon a national securities 
exchange registered with the Securities and Exchange Commission. ‘Thus 
trustees in New York, for many years far more restricted in their investments than 
life insurance companies, were 2 years ago given a much wider field of investment 
than the latter. 

In 1950, new sections 5-a and 5-b were added to the New York Religious Corpora- 
tions Law, providing expressly that, subject to any specific limitations applicable 
to particular denominations or particular funds, the trustees of a religious corpora- 
tion might invest without regard to the limitations applicable to trust funds; and 
investments previously made outside of the restricted field were declared lawful. 

The efforts by the life insurance companies to liberalize their investment statutes 


4°N. Y. Bankinc Law §235. 

"8. $295.21. 

** The results of this study have been published in Report sy THE Trust InvestMENT Stupy Com- 
MITTEE, Op. cit. supra note 21. 

*°N. Y. Pers. Prop. Law §21(m). 

°° This was doubtless to assure the availability of adequate investment information. 
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have been responsible for numerous amendments chipping away at statutory re- 
strictions on corporate obligations, permitting investment in income producing real 
estate and common stocks, and introducing the “leeway” provision. Other efforts, 
such as those to secure permission to make oil production loans to individuals, 
introduced in New York in 1944, have been unsuccessful. Three years ago, a 
bill further restricting life insurance investments was introduced in the New 
York Legislature. At the hearings on that bill, which failed of passage, it was not 
only opposed by the New York companies, but two of them™ suggested that a study 
be made aimed at liberalizing the New York law through enactment of a “leeway” 
provision. Such a provision, together with a number of other liberalizing amend- 
ments, was formally presented to the Legislature in 1950 but no action was taken 
pending further study. In 1951, an elaborate presentation was made to the New 
York State Legislature in the form of a report submitted by the two priacipal 
industry associations and supported by the testimony of investment cficers of a 
number of the New York companies.°? A series of liberalizing amendments was 
proposed generally similar to those introduced the previous year, including both 
a provision authorizing investment in common stocks and a “leeway” provision, of 
which the common stock provision was a part. This resulted in the enactment of 
a number of amendments,®* but New York, true to its post-Armstrong philosophy =f 
statutory limitations, hedged about the new provisions with numerous restrictions. 
Although it failed to enact the “leeway” provision, pending still further study,” it 
made a very important break with tradition in enacting an amendment permitting 
some investments in common stocks. 

Another significant development occurred during the summer of 1951 when 
Connecticut®™ raised the percentage of assets which could be invested under its 
“leeway” provision, which is otherwise totally unrestricted, from 5 per cent to 8 
per cent. 

Thus, there has been repeated recognition of the fact that, however obscured at 
times, a major investment problem has existed affecting both the life insurance 
industry and other fiduciary investors. For the life insurance industry, it appears 
that, although progress has been made, the measures taken to date fall far short of a 
permanent solution. 

In determining how best this problem may be met as relates to life insurance 


** The Mutual Life Insurance Company of New York and the New York Life Insurance Company. 

®2 See MINUTES OF PuBLIC HEARINGS, op. cit. supra note 17, Feb. 2 and 9, 1951; also id. Jan. 1949, 
and Feb. 1950. It is quite possible that despite the testimony offered at the 1949 and 1950 sessions of the 
Legislature, neither the Insurance Department nor the Committee of the Legislature considering the 
amendment fully appreciated the investment problem,  bscured as it was by the unusual events in both 
halves of the decade of the forties. Accordingly, at the suggestion of the then Superintendent of 
Insurance, the study was made which resulted in the full presentation to the 1951 session of the Legis- 
lature. 

®3N. Y. Ins. Law §81, as amended, N. Y. Laws 1951, c. 400. 

**The “leeway” provision was opposed by the new Superintendent of Insurance, at least until 
further study. 

®* Pub. Acts 1951, No. 81. 
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investment, it is necessary to consider the function which that investment is expected 


to perform. 
Functions oF Lire INsuRANcE INVESTMENT 


Statutory regulation and company policy regarding life insurance company in- 
vestment have alike been dominated by two concepts. The first is that the funds 
the companies hold are to be used to pay the beneficiaries of life insurance policies 
and that, therefore, safety of principal is a primary consideration. Carried to an 
extreme this would, of course, mean that the premium monies had to be deposited 
in the safest banks in the world or invested only in government securities. Neither 
of these extremes has, however, been adopted, because of the second concept, equally 
fundamental with the first. The second concept, inherent in the basic principles 
underlying level premium insurance, is that the funds constituting the reserves 
for the policy will be invested so as to earn, at compound interest, a return on the 
basis of which the reserves are calculated and the premiums are fixed. This ex- 
pectation of yield on investments reduces the initial cost of insurance and keeps it 
more readily within the reach of the wage-earning family man. Furthermore, in 
participating insurance. which constitutes about 75 per cent of all of the life 
insurance outstanding in the United States,°® earnings above the expected yield 
additionally reduce the cost through payments to policyholders in the form of 
dividends. 

The life insurance business is essentially a long-term business, and this has two 
consequences. On the one hand, it means that the policyholders pay in their 
premiums over a long period of time and so gradually attain a larger and larger 
investment in the policy. This emphasizes the importance of investing conservatively, 
but certainly does not minimize the desirability of making the investments as pro- 
ductive as possible for the policyholder, consistent with safety. On the other hand, 
the business is required to pay out money only on long-term contracts and, despite 
the policy provisions providing for cash values on surrender and loans against the 
policies, experience has shown that cash demands against the business do not vary 
very materially from patterns which can be forecast with reasonable accuracy. They 
also tend to be offset by a fairly predictable inflow of funds over a long period of 
years. From this standpoint then, the long-term character of the business gives it 
a strength which shorter term businesses do not have. It can thus ride out depres- 
sions, as it has done with conspicuous success. Although the long-term character 
of the business could not sustain it against total collapse of investments which it 
holds, this can sustain it against adverse fluctuations in the value of those invest- 
ments even though these be sustained over long periods of time, provided only 
there is ultimate recovery.* This should never be lost sight of, and one of the 


°° Lire INsuRANCE Fact Book, 1951 9 (Institute of Life Insurance). 

*** During the depression, special rules for the valuation of assets were adopted by the NAIC under 
the compulsions of that period, despite the fact that their then existing standards for determining the 
amortizability of debt obligations were far less stringent than they are today. These special rules 
recognized both the long-term character of the life insurance business and the fact that the market values 
even of debt obligations may be subject to temporary fluctuations. 
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problems which managements and regulatory authorities alike may legitimately be 
expected to solve in the interest of the policyholder, is to take full advantage from 
an investment standpoint of the life insurance companies’ position as long-term in- 
vestors. It would seem that much more can be done in this direction than has been 
done in the past. 

Finally, it must be borne in mind that far from all of the assets held by life 
insurance companies are for the payment of death proceeds on existing policies. 
The companies have also large volumes of funds in the forms both of reserves for 
ordinary annuities and for payments of policy proceeds to beneficiaries in install- 
ments under so-called supplementary contracts or settlement options, sometimes in 
the form of full fledged annuities and sometimes over much shorter periods of time. 
Settlement options may be elected by the insured, or, in his discretion, by the bene- 
ficiary. The importance of these funds in relation to the investment problem will 
be discussed in a moment. 

Possiste New Ovurttets For Funps 

First, however, a few words should be said regarding the fields in which life 
insurance companies may hope to find new investments suitable to their needs. 
There appear to be four possibilities. 

(1) In addition to new types of investments and methods of financing, which 
are constantly being evolved, largely within existing statutory restrictions, there 
is some additional room in the corporate field, involving particularly newly formed 
corporations without the earnings’ record and other technical qualifications presently 
required by some statutes. The volume of suitable investments in this field is prob- 
ably not very large. It embraces two areas. The first consists of unsecured obliga- 
tions of newly formed corporations which, because of their sponsorship or the con- 
tracts under which they enter business, appear to have as assured future earnings as 
many eligible credits already established. An example is an oil or gas pipe line 
company with, at one end of the line, contracts to purchase oil or gas from an 
established supplier with adequate reserves and at a price fixed within limits, and 
at the other end of the line, contracts for the sale of the trans-shipped product at 
prices related to the cost and adequate to service the new company’s obligations.*” 
The second area consists of unsecured obligations of businesses which have been 
carried on for a long time in unincorporated form, with an earnings’ record sufficient 
to meet the statutory requirement, but which have recently incorporated. The 
amendment to the New York Insurance Law adopted in 1951°° requires that the new 
corporations must have been in existence for at least 2 years, a provision inserted 
at the insistence of the Insurance Department. It is difficult to see the logic of this 
limitation, and, since the securities would normally be issued at the time of in- 
corporation, the limitation makes the amendment of little practical value. 


®7 See Minutes oF Pustic HEARINGS, op. cit. supra note 17, Feb. 9, 1951. 
®®N. Y. Ins. Law §81; N. Y. Laws 1951, ¢. 400. 
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(2) Loans to unincorporated business of a size comparable to the loans now made 
to corporations appear also to provide some volume of investments, but, here also, 
the field is probably rather limited. The most promising area here would appear to 
be businesses which are still conducted in partnership form or by estates or other 
unincorporated organizations and oil and gas production loans to individual lease- 
holders in proved and producing oil and gas fields. Oil and gas in the ground are 
not real estate under the laws of many states and are, therefore, outside present 
statutory limits relating to real estate mortgages. 

(3) The small loan field, including both business and personal loans, has been 
largely unexplored, because most of it is beyond the pale of many investment statutes 
where the loans are not secured by real estate mortgages or pledges of collateral in 
which insurance companies may invest. Possibly some volume of business in loans 
secured by other types of security could be developed. In the main, however, life 
insurance companies do not appear to be adapted to enter either part of this loan 
field directly, for the simple reason that small business loans and personal loans are, 
by their nature, to a large extent character loans and the cost of establishing and 
properly staffing small loan offices all over the United States would be prohibitive 
even to the largest life insurance companies. At most, it would seem that life in- 
surance companies could enter this field indirectly. Two ways of doing this have 
been proposed. The first proposal was made by Doctor A. D. H. Kaplan of the 
Brookings Institution. It would involve the financing of small business through 
“capital banks,” one of which, he suggested, might be formed in each Federal Reserve 
district. These capital banks would make loans to and engage in equity financing of 
small business units, extending their financing only to projects which seemed 
economically sound, but on somewhat less rigid standards than are applied by local 
banks. He further suggested that these capital banks be financed by banks, insurance 
companies, and other investors. The second proposal is that life insurance com- 
panies make small business loans in conjunction with local banks.** One New York 
company has endeavored to do so over the past 2 years. Its experiment had neces- 
sarily to be conducted within the limits of the New York Insurance Law, requiring 
that the loans be secured. At the end of the first year of the experiment, only a very 
small volume of loans had been generated.6* This company, joined by the two 
principal industry associations, endeavored to have the law amended in 1951 so as 
to permit exploration of this field, but the attempt was unsuccessful. 

Life insurance companies now engage somewhat indirectly in providing small 
loans to corporations and individuals through the financing they do of personal 


5° Hearings before the Joint Committee on the Economic Report, supra note 18, Pt. 1, at 45-73, 85-98. 

*° One organization which has performed a somewhat similar function is American Research and 
Development Corporation of Boston, in which at least two life insurance companies, the John 
Hancock and the State Mutual, now hold stock. 

** See Hearings before the Joint Committee on the Economic Report, supra note 18, at 179 ef seq. 

*? The Metropolitan Life Insurance Company. 

®3 See MINUTES OF PuBLIC HEARINGS, OP. cit. supra note 17, at 302 et seq. 








74 Law anv CoNTEMPORARY PROBLEMS 


finance companies. Furthermore, some small business and personal loans are made 
directly by life insurance companies in the form of real estate mortgage loans and 
policy loans. A study by another New York company™ revealed that policy loans 
are used to a rather surprisingly large extent in the financing of business enterprises 
of policyholders. The same company, in 1946, reduced the interest rate on its policy 
loans from the statutory maximum, which is the rate ordinarily charged, to pre- 
vailing money rates. Though this was not done entirely for investment reasons, it 
materially increased the amount of the company’s loans to policyholders, probably 
diverting them from banks and other lenders. Nevertheless, although these com- 
petive rates have been in existence for 5 years, they have not brought the proportion 
of the company’s assets which were absorbed by policy loans to as much as one- 
half of the percentage which those loans absorbed during the whole period from 
about 1912 until the market crash. (Companies commenced to make policy loans in 
volume shortly after the turn of the century and by 1912 they had reached the 
approximate volume in proportion to assets which they maintained for the next 18 
years. At the time of the market crash, they rose sharply, and then began to run 
off, dropping in 1948 to the lowest point which they had reached percentagewise 
since they were made mandatory by statutory provision.)® The principal explanation 
seems to be that the requirements of policyholders are now met by their local banks 
and by personal finance companies which have sprung into prominence during 
the intervening years. 

(4) The other principal area for new investment outlets is in the field of 
ownership of property. Here the potential is virtually unlimited. The problem 
is to select suitable investments. Developments in the ownership of real property 
have already been mentioned. The new departures in the financing of transportation 
equipment, already referred to, while they may not, in any of the cases mentioned, 
involve direct ownership, would seem, nevertheless, to place in the insurance com- 
panies some part at least of that “bundle of rights, powers . . . privileges,” and risks 
which is commonly called ownership. Doubtless investments may a:'vantageously 
be made in other ways in other types of tangible property. The broadest field for 
investment in property that immediately suggests itself, however, is through the 
ownership-of common stocks. 

SurTaBILity OF ComMon Stocks For Lire INsuRANCE INVESTMENT 

In considering the suitability of the common stock field, it may be noted at the 
outset that the Report of the Armstrong Committee did state categorically that 
common stocks were inappropriate as investments for life insurance companies and 
recommended that this field be completely closed to them.°* That recommendation 


®* 10 REPORT OF THE LEGISLATIVE INSURANCE INVESTIGATING CoMMITTEE 389 (1905). 

** The Mutual Life Insurance Company of New York. 

®° See ProceEDINGS OF THE Forty-FourTH ANNUAL MEETING OF THE LIFE INSURANCE ASSOCIATION OF 
AMERICA 41 (1950). 
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has cast a long shadow over the legislative policy of New York State®’ and other 
states as well. 

It is perhaps worthwhile to point out four things about that Report. The first 
is that the evidence on which it was based did support the view that abuses could 
exist where life insurance companies controlled corporations engaged in other 
businesses. It did not, however, contain support for the conclusion that common 
stocks were inherently unsuitable as investments, except in undocumented opinions 
of two witnesses who stated that they regarded such stocks as “speculative."** The 
absence of such support in the evidence for the Committee’s conclusion is generally 
overlooked when the Report is used as an argument, as it not infrequently is, even 
now, against common stocks.’ In the second place, the investment areas which the 
Committee recommended be open to the life insurance companies were, at that time, 
fully adequate (see Table 2), and the life insurance companies’ net yield on their 
assets then averaged 44, per cent.®® Thirdly, far more information about invest- 
ments is now available than was dreamed of when the Report was written. Lastly, 
the Armstrong Committee itself was concerned that the investment field should 
not be too restrictive. In this connection, especially at a time when the investment 
field appears unduly constricted, it is worth quoting a paragraph, too frequently un- 
noticed, from the Report:”° 


It is difficult to draw any satisfactory line with reference to investments in negotiable bonds. 
It would not be advisable to restrict the investments of life insurance companies in the 
same manner as those of savings banks. The securities available for investment under 
such limitations would not be large enough in amount to furnish a sufficient field for the 
profitable investment of the large accumulations of insurance corporations. It has been 
feared that such a restriction would prove to be too severe and might operate so far to 
increase the demand for the favored securities as to preclude a satisfactory rate of income. 
After much reflection upon this subject the Committee is of opinion that no satisfactory 
line can be drawn with reference to investments in bonds, other than collateral trust 
bonds, without hampering the companies in the enjoyment of that reasonable freedom of 
investment necessary to ensure the return upon which the calculations of their risks are 
based. Investments in collateral trust bonds, where the greater part of the security consists 
of the hypothecated stocks of corporations, should not be permitted. But otherwise, the 
field of investment being limited to evidences of indebtedness, it is believed that the choice 
of particular securities may better be left to the discretion of the directors. 


The framers of the Report thus recognized that a situation, which probably 
exists today, might come about if the restrictions were too narrow—namely, the 


companies might be forced to pay for legality, as distinguished from investment 
quality. They were also willing to leave a broad area of discretion to company 


®7 See discussion between the Superintendent of Insurance and a member of the Legislative Committee, 
in Minutes oF Pustic HEARINGS, op. cit. supra note 17, at 365 ef seq. 

*8> Testimony TAKEN BY THE LEGISLATIVE INSURANCE INVESTIGATING COMMITTEE 1361 (1905); 
5 id. at 3889. 

°* Source: Metropolitan Life Insurance Company. 

7°10 REPORT OF THE LEGISLATIVE INSURANCE INVESTIGATING COMMITTEE 390-391 (1905). 
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managements in selection of investments within what were then wide limits. It 
may be doubted whether they would have looked favorably upon some of the 
restrictions which have crept into the present investment statutes. 

On the investment question, the principal conclusion of the Armstrong Com- 
mittee was that life insurance companies should purchase securities for investment 
and not as underwriters or for the control of other industries. It would seem that 
this conclusion of the Committee is just as sound today as it was when it was 
written. It should still be followed, but it should now be followed in the light of 
different conditions which exist and give promise of existing in the future, not only 
with respect to the relative supply of and demand for investment funds but also in 
the light of the economic age and development of the country. 

Having in mind the long-term nature of the life insurance business, on the one 
hand, and the fact that the long-term trend of common stocks in this country has 
been upward, and very substantially upward, there is an argument, the force of 
which is becoming more and more recognized, that at least a moderate amount of 
the assets of a life insurance company can be invested with safety, and also with 
advantage to the policyholders, in common stocks. Yet, because common stocks are 
far more subject to price fluctuations than are any of the traditional forms of invest- 
ment of life insurance companies, it cannot be expected, as already indicated, that 
there will be any substantial investment volume in this field so long as the present 
valuation methods prevail. This is the first problem to be solved before the common 
stock field will really be open for life insurance investment, having in mind par- 
ticularly that the present surplus of life insurance companies averaged at the end of 
1949 about 7.0 per cent of total assets.” 

Two other principal problems must also be resolved. The first is to prevent a 
recurrence of the abuses disclosed by the Armstrong Committee resulting from 
control by life insurance companies of other corporations through stock ownership. 
No one would today dispute this objective, and its accomplishment should present 
no real difficulty. The 1951 common stock amendment to the New York Insurance 
Law,” as proposed by life insurance companies and as adopted, established the limit 
of the common stock of another corporation which a life insurance company could 
own at the lesser of 2 per cent of the outstanding common stock or 1/10 of 1 per cent 
of the assets of the insurance company, whichever was less. The 2 per cent limitation 
is probably low. It compares with a 10 per cent limitation imposed by the same law 
for many years with respect to preferred stock, increased to 20 per cent in the 1951 
amendments. Possibly the 2 per cent limitation could safely be raised to 5 per cent. 
The limitation in terms in the percentage of the assets of the life insurance company 
which can be invested in the stock of one corporation is also necessary so as to prevent 
any unduly large acquisition of stock of a large corporation with widely scattered 
stock ownership, such as the American Telephone and Telegraph Company. 





™ Spectator YEAR Book (1950). 
TN. Y. Ins. Law §81(13), N. Y. Laws 1951, c. 400. 
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The other problem relates to standards which might be thought to be indicative 
of the investment quality of common stock. On this point, there is much greater 
difference of opinion. When the Report in support of amendments to the New 
York investment law was being prepared for submission to the legislature last 
winter, 68 senior officers or partners of financial firms or investing institutions were 
circularized to secure their opinions with regard to the advisability of establishing 
such standards by law and with regard to what standards, if any, should be estab- 
lished. Of 46 replies received, the great majority, 38, believed that no standards 
should be supplied. This was also the view of the life insurance companies. In 
view of the attitude of the Insurance Department, however, that standards were 
essential, some were inserted in the law” relating to the exclusion of bank stocks, 
stocks of other insurance companies—even fire and accident companies—as well as to 
the eligibility of senior securities and to the dividend paying and earnings’ record 
of the issuers. Many financial men believe that bank stocks afford one of the most 
attractive and stable investments in the common stock field. There seems to be 
some fear of the creation of a “money trust,” however limited the amount of the 
stock of any one bank which might be acquired. This fear would seem to be 
rather attenuated. To require that only stocks which have paid dividends for 10 
years and have earned on an average of 4 per cent of the par or stated value of their 
outstanding common stock for an equal length of time places a severe limitation 
on the timing of transactions. Competent investment officers have thought that 
life insurance funds, if invested in this field at all, should be invested fairly con- 
tinuously over a long period of time rather than being invested at any given stage of 
the market. To place these limitations on stocks which should be purchased, 
however, would simply mean that life insurance companies might be precluded from 
buying them in periods of depression when purchase is most advantageous.” 

There is surprisingly little material available on the relative performance of stocks 
as compared with investments of the traditional life insurance type. Much of what 
is available has been summarized, or at least referred to, in the Report in Support of 
Proposed Amendments to Article 5, Section 81, of the New York Insurance Law, 
1951. It appears in Chapter IV and in the numerous appendices in that Report. 
These also include hypothetical studies which were divorced so far as possible from 
any influence of hindsight. In addition, the success of investment trusts, both the 
open-end type and the closed type, and the diversified investment funds of banks 
is well known. Furthermore, universities have apparently found the investment of 
part of their endowment funds in common stocks desirable. An article published in 
the May 12, 1951 issue of the Harvard Alumni Bulletin by the present Treasurer 


7* Some were inserted in the final draft, just before the Report was filed, making for a strange incon- 
sistency between the reasoning in the text of the Report and the amendments it proposed. 

™ Past earnings and dividend payments may, however, have a direct bearing on the values which 
could properly be placed upon common stocks and the amount of reserves which might be required 
against them. Past earnings, therefore, might well be taken into account in connection with the valuation 
rules to be established. 
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78 
of Harvard University discloses that the University’s investment portfolio increased 
its holdings of common stock from about 8 per cent of the total portfolio at the turn 
of the century to almost 4o per cent at the end of 1950. The article states that as of 
March 31, 1951 “about 45% of the market value of the General Fund was invested 
in common stocks.” Certainly from facts such as these it is at least possible to 
conclude that an industry which, by its very nature, is adapted to placing its funds 
in long-term investments, such as the life insurance industry is, might have achieved 
better results for most policyholders if a wider investment pattern had been followed 
than that to which the industry has been accustomed. 

Factors relating to general social and economic interests, as distinguished from 
the interest of the policyholders of life insurance companies, have probably played 
a part in previous changes in the legal framework covering life insurance investment. 
Examples of this are found in the amendments relating to housing companies, to 
slum clearance and other redevelopment projects, and to direct investment in housing 
for low and middle income groups. There would seem to be an interest from this 
broader standpoint in further liberalizing the present limitations of the legal frame- 
work. For example, at the conclusion of the T.N.E.C. investigation of life insurance 
companies, where the particular subject of inquiry was whether they exercised undue 
economic power, Commissioner Pike, the member of the T.N.E.C. representing the 
S.E.C., which was the agency in immediate charge of the life insurance investigation, 
recommended that they be given additional power to invest in common stocks be- 
cause of the need of the economy for additional equity money.” The needs of the 
economy along these lines, especially in relation to small business, concerned the 
Sub-committee on Investment of the Joint Committee on the Economic Report. 
Certainly no one familiar with the collapse of the debt-heavy financial structures of 
so many railroads during the thirties would deny that excessive use of debt financing 
in relation to total capitalization can produce serious instability in corporate structures, 
and under some circumstances, in the whole economy. It would also scarcely be 
denied that, because of the broad investment interest which the life insurarice in- 
dustry has throughout the whole range of the economy, it is in the interest of 
policyholdérs themselves, as policyholders, that corporate financing shall proceed 
along sound lines and that there shall be an adequate supply of equity capital to 
keep the corporate structures in balance. Because of the clear interest of the life 
insurance companies, as investors, in the health of the economy as a whole, they can 
also not be oblivious of the needs of small business for capital and would undoubted- 
ly be prepared to aid in supplying it, provided some method of participation, such 
as one of those discussed earlier, could be developed into a safe medium for invest- 
ment. At the same time, it would seem appropriate to point out that there is a 
marked distinction between equity capital and the financing of established small 
business, on the one hand, and venture capital, on the other, and it would not seem 


7 Fina, Report AND RECOMMENDATIONS OF THE TEMPORARY NATIONAL Economic COMMITTEE 
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to be in either the general interest or the interest of policyholders to require, or expect, 
as some have seemed to do, that life insurance companies furnish the latter. But 
this could lead us far afield. In this paper, we have been considering the investment 
problem mainly from the standpoint of the interests of the policyholders themselves 
and the return to them on the companies’ investments. From that standpoint, the 
need for liberalization of existing limitations seems apparent. In this paragraph, 
we simply wish to point out that, from a much broader standpoint, such liberaliza- 
tion appears desirable. To put it conservatively, it would certainly seem to be not 
against the public interest, nor against the interests of the policyholders either as 
members of the general public or as policyholders, to permit wider latitude. 


Tue “Leeway” ProvistoN—MANAGEMENT DiIscrETION 


The second major trend in recent legislation is to give management greater 
discretion in the selection of investments under the so-called “leeway” provisions. 
Such a provision was enacted in Connecticut, Indiana, and Wisconsin in 1945; Dela- 
ware, Illinois, Nebraska, North Dakota, Ohio, Oregon, Utah, and Washington in 
1947; Louisiana in 1948; New Hampshire in 1949; and Pennsylvania in 1951."° As 
already stated, the existing provision was expanded in Connecticut in 1951. 

Under restrictive investment statutes these provisions can perform two very 
useful functions. In the first place, every restrictive statute necessarily draws lines 
inside of which investments are legal and outside of which investments are illegal. 
Necessarily, these lines, once laid down, become fixed and unalterable. Nevertheless, 
there will be cases of borderline legality. These are not infrequently totally un- 
related to borderline investment quality. Often investments inside the lines are 
unsound, as were many railroad bonds and real estate mortgages in the late twenties. 
On the other hand, thoroughly sound investments can be found outside the statutory 


7° Conn. GEN. Stat. §6171 (1949); IND. ANN. Stat. §39-4202(20) (Supp. 1949); Wis. Strat. §206. 
34(m) (1947); Del. Laws 1947, c. 200, §1; Itt. ANN. Stat. §66.800(8) (Cum. Supp. 1949); Nes. Rev. 
Stat. §44-311.03 (Supp. 1947); N. D. Laws 1947, c. 217; Onto Gen. Cope ANN. §9357-2 (Supp. 1950); 
Ore. Comp. Laws Ann. §101-408(5)(k) (Supp. 1947); Uran Cope Ann. §43-13-25 (Supp. 1951); 
Wash. Laws 1947, c. 79, §13.24, p. 312; La. Gen. Stat. ANN. §4018.04(11)(h) (Supp. 1949); N. H. 
Laws 1949, c. 48; Pa. Laws 1951, Acts 245. 

In some states, investments are permitted outside of statutory limitations, provided the Insurance 
Commissioner approves them. This is not a new development, but such statutes are found in Arkansas, 
Georgia, Minnesota, North Carolina, Oklahoma, Tennessee, Virginia, and Washington, one dating back 
as far as the last century. These statutes are open to two criticisms. In the first place, they confuse the 
essential differences between the respective functions and responsibilities of regulatory officials and 
company managements. The former are responsible for administering rules laid down by state legislatures. 
The latter are responsible for producing a product at the lowest cost. This is peculiarly a function of 
management, and it is contrary to the whole theory of private enterprise that the state should participate 
in this function. It would also seem unwise to divide the responsibility. In the second place, these 
statutes cast an unfair burden on the regulatory authorities. Although they are often exceedingly able 
and devoted public servants, they would generally be the first to admit that they are not financial experts, 
and they should, therefore, not be required to assume any responsibility for approving investments. 

The list of leeway provisions and the reference to statutes permitting investments with Insurance 
Commissioner approval were kindly furnished by Charles A. Van Orden, Jr., Esq., Attorney, Life 
Insurance Association of America. 
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lines."7 Management has the responsibility of exercising a negative investment 
judgment to reject unsound investments which are inside the statutory lines, and it 
should have an affirmative discretion, at least to some extent, to purchase sound 
investments which happen to fall outside the fixed and rigid statutory lines. Fur- 
thermore, since investment patterns are constantly changing, there is sometimes a 
legal question regarding the side of the line on which a particular investment falls. 
Sometimes these questions cannot be speedily resolved, whereas the investment will 
be lost if the decision to acquire it is not speedily made. The “leeway” provision 
gives this latitude. Furthermore, it provides, to a limited extent, room for much 
needed investment experiment to develop new investment outlets. 

This brings us to a consideration of the wisdom, under present conditions, of 
restrictive investment statutes. A review of the performance of investments which 
have been legal under the more restrictive type of statute which has governed life 
insurance investments raises a serious question as to the wisdom of that type of 
statute. The casualties in the area of obligations secured by steel, brick, and mortar 
during the depression are notorious. Nowhere in the whole area of corporate obliga- 
tions did defaults even begin to approximate those which occurred among railroad 
bonds, which have always been the oustanding example of secured obligations. Fur- 
thermore, defaults in the real estate mortgage loan field were also widespread and 


serious. 
Although life insurance companies have not yet had to weather the acid test of a 
depression in their industrial—for the large part unsecured—corporate obligations, 


the record of such obligations during the depression was, of course, made and it 
compares very favorably with the record of other corporate obligations, largely se- 
cured, as may be seen from Table 5. 

Considering further the experience under restrictive investment statutes, it is 
pertinent to point out that in its “Study of Legal Reserve Life Insurance Companies” 
in Monograph No. 28, Section X, the Temporary National Economic Committee 
in commenting on life insurance company failures** attributed as among the causes 
of such failures, improper mortgages loans and even extravagant investments in 
home office buildings. It should be pointed out, also, that such failures were, in the 
Committee’s opinion, due, for the most part, to investment policies “which were 
tantamount to fraud and breach of trust on the part of company managements.””® 

The importance of management in the selection of investments cannot be over- 
emphasized. Whatever standards or restrictions a statute may set up to qualify in- 
vestments as legal, the statutory provisions cannot begin to measure investment 
quality. The inability of the most restrictive type of statute to guard against what 
proved to be unsound investments may well find a counterpart in the inadequacy of 


"7 See testimony of Oliver M. Whipple in Hearings before the Joint Committee of the Economic Report, 
supra note 18, at 355 et seq., and Stuart F. Silloway, in Minutes oF Pustic Hearincs, op. cit. supra 
note 17. 

*® See particularly pages 118, 125, 128, and 134 of the Monograph. 

Id. at 134. 
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the present statutes which contain earnings’ tests. In a period of as long continued 
economic prosperity as that in which we now find ourselves, these tests are almost 
completely unselective and the obligations of almost any corporation which has 
been in existence for 5 years would now be likely to meet the statutory tests. 

The tests applied by competent life insurance managements are actually far 
more searching. They take into account the demand for the product of the issuer, 
and the likelihood of the continuance of that demand, the quality of its manage- 
ment, its position in its own industry and as against possibly competing 
products of other industries, the strength of its financial position, and the 
financial policies which it has pursued in the past. It will readily be seen that these 
tests involve weights and measures that could not successfully be incorporated in a 
law. Such important qualities, which management must weigh and measure, become 
imponderables from the statutory standpoint. Thus, life insurance managements 
must constantly exercise the responsibility of reviewing investments which fall within 
the legal framework of the statutes. It is a responsibility which is exercised daily; 
many more investment offers are rejected than accepted.*® Probably a majority of 
those rejected comply fully with legal requirements, although statistics on the point 
are not available, even based on a sampling, since the investigation of offerings re- 
jected on investment grounds generally does not get to the point where their legal 
status is determined. 

Those who have advocated the continuation of restrictive statutes have often 
pointed to the outstanding record of solvency maintained by life insurance com- 
panies. Perhaps it may, without impropriety, be suggested that the actuaries on 
whose recommendations managements have established premiums, and the doctors, 
scientists, technologists, businessmen, and all who have contributed, both through 
the remarkable advances in medicine and a sharply rising standard of living, to the 
ever-improving mortality trend may justify an even stronger claim to establishing 
this record than the restrictive investment statutes. Furthermore, management 


policy has, for the most part, generally followed the lines laid down by the statutes, 


even in states where wider discretion has been possible. Again, however, this must 
be attributed in at least some degree to the valuation requirements and the attitude of 
state regulatory authorities. 

There is little to be gained, however, by speculating on what the results would 
have been in the past had life insurance companies been permitted to follow broader 
investment patterns. Perhaps the restrictive statutes have prevented some failures, 
although this would also have depended on the valuation methods which might have 
been employed and the requirements regarding reserves had the broader patterns been 
permitted.* On the other hand, if the broader discretion had been wisely exercised, 


®° Testimony of Stuart F, Silloway in Minutes oF Pustic HEARINGS, op. cif. supra note 17. 

®°* British life insurance companies are not subject to legislative investment restrictions. They are 
also permitted to write down assets and establish asset reserves without restriction. Their record for 
solvency has been excellent. 
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the result might have been substantial reduction in the cost of insurance to policy- 
holders and larger installment payments to their beneficiaries. But if our analysis 
of existing trends is correct, the industry is now confronted with a situation which 
did not exist when the narrower molds were cast. It now appears that it may soon 
have the practical alternative of investing more and more heavily in Government 
bonds or of branching out into fields which, though new to it, have been successfully 
developed by others who have made investment a profession. With the high degree 
of overcrowding which now exists in the traditional investment fields, this choice 
could, in a very short space of time, take on the form of stark necessity. 

In private conversation, some, who adhere most fixedly to the philosophy of 
restrictive statutes, will say that they have no fear of practices which might be 
followed by the larger companies if the restrictions were relaxed but they are afraid 
that small companies might not be equipped to exercise their new freedom. Perhaps 
a brave soul may one day appear who will have the hardihood to champion the pro- 
posal that statutes should be accommodated to permitting business organizations 
to do the best jobs they are capable of doing, even though this may involve granting 
to larger organizations powers which are denied to smaller organizations. To find 
such a person in the political field today might, however, require the services of a 
Diogenes with the patience of Job. It is at least notable that this suggestion for the 
solution of the problem, if there be one, has not been audible, even in private con- 
versation. Taking the world as we find it today—but without abandoning all hope 
for a better—we therefore think it is fortunate that there is another way out of the 
imagined difficulty. This is found in the fact that there is now no dearth of com- 


petent investment advice which can be readily obtained by any company from in- 
vestment counsel, investment bankers, and other financial experts. This type of 
advisory service is not infrequently utilized on a professional basis by even the 
largest companies when a situation arises which their own staffs are not adequately 
equipped to handle, and would seem to be within easy reach of all companies to 


whatever extent they may require it. 

It does not seem in any way necessary to tear down all of the restrictive barriers 
which have been thrown up around life insurance investments in one fell swoop. 
In an industry which has lived as long as the life insurance business has within a 
limited investment area with little experience beyond it, it would seem unwise to 
break away from the patterns of the past too rapidly; nor, indeed, have the life in- 
surance companies themselves expressed any desire to do so. They are fully aware 
that they are investors of fiduciary funds, and that such investments should be made 
only with the exercise of the best judgment that can be brought to bear in areas in 
which that judgment is truly informed. Even though the legal framework were 
to be materially altered now, it is not likely that practices would change with undue 
rapidity. Fields new to the life insurance companies would have to be explored and 
first-hand knowledge of them gained. 
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The companies themselves asked the New York Legislature this year for per- 
mission to invest only up to 5 per cent of their assets and not more than two-thirds 
of their surplus, whichever was less, in the unrestricted field, and, under the proposal, 
this field included common stocks. This would doubtless not be the ultimate extent 
to which freedom from restrictions may become necessary, but the additional latitude 
could, and should, be given progressively as experience in new fields is gained 
under the permission previously given. That is the program which the companies 
have advocated, and it seems both moderate and sound. Great advances have been 
made in recent years as more and more states have removed, in part at least, the 
barrier to common stocks and to other investments within the discretion of manage- 
ment. It may be hoped that additional latitude, particularly in the latter direction, 
may be given in the near future. The rate of change should be linked to the require- 
ments of the business, but changes should not be delayed to the point where the 
companies would be tempted to explore newly opened fields too speedily or to enter 
them without having had adequate time to build up the reserves which prudence 
requires. The life insurance business is indeed a long-term business, and practical 
results from changes in investment limitations in the form of higher yields on in- 
surance assets cannot be expected to show themselves save over a period of years. 


Contract Ho pers’ DiscreTIon 


If there is one portion of the life insurance funds with respect to which greater 
latitude might be given much more speedily, it is the portion of the funds which 
constitutes the reserve for annuities and for optional settlements involving payment 
of policy proceeds in installments over a period of time. It would seem that no 
valid objection could be made even by the most ardent advocates of restrictive statutes 
or the most confirmed exponents of legislative paternalism*’ if the holders of the 
contracts for whose benefit these funds are held and who have the legal power and 
competence to do so were given the right to determine whether the funds should 
be invested under the restrictions applicable to other life insurance funds or within 
the discretion of management. This idea has been studied by one company* without 
the discovery of any serious problems regarding its feasibility. The funds applicable 
to the contracts whose holders so elected would simply be segregated from the re- 
mainder of the company funds. The election of the unrestricted funds would neces- 

*2 It would perhaps be kinder to say those people who just like to hark back to the good old days 
when the vice president in charge of investments could turn to the other member of his department 
and ask her to get a couple of investment houses on the phone so that he could place the order for the bi- 
weekly supply of triple A 5% bonds. 

®2The Mutual Life Insurance Company of New York. After this paper had been written, but 
before final proofs had been corrected, Teachers Insurance and Annuity Association of America announced 
a plan which would permit holders of its annuity contracts to have up to one-half of their premiums 
turned over for investment to a new corporation, to be formed under special charter, which would be 
empowered to invest in common stocks. The new corporation would pay variable annuities, each pay- 
ment depending on the value of the “units” (similar to shares in an open-end investment trust) payable 
on the payment date. The plan contemplates that the new corporation will invest primarily in common 
stocks and emphasizes the principle of dollar averaging. 
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sarily do away with guaranteed rates of interest under the contracts, and those who 
participated in the unrestricted fund would be in substantially the same position as 
the participants in open-end investment trusts. The valuation question does not 
arise and under this proposal the new investment fields would be opened before that 
problem is solved. The reserves for annuities and optional settlements aggregated at 
the end of 1950, approximately 21.6 per cent, or about 13.8 billion dollars, of life 
insurance assets.** 

In the course of the study made by the Trust Investment Committee in New 
York, the 16 banks represented on the Committee, 10 from New York City and 6 
from other parts of the state, ranging from very moderate size to the large New 
York City institutions, made a survey covering more than 20,000 separate trusts in 
their own accounts, with an aggregate value of more than 4 billion dollars. These 
trusts were classified as to restricted and unrestricted, both by volume and number. 
It was found that, with considerable expected variation in the distribution of re- 
stricted and unrestricted trusts among the individual institutions, the proportion of 
trusts limited to legal investments was only about 20 per cent by volume and not much 
more than 30 per cent by number of accounts. In addition, the Committee made an 
inquiry among the members of the bar, writing more than a hundred letters to 
attorneys in New York City and other places, who were understood to have had 
experience in probate practice. They asked the attorneys to give an indication of the 
trend with respect to investment provisions in wills prepared in their offices during 
the preceding 5 years. The response, received from approximately two-thirds of 
those to whom letters were written, indicated an overwhelming trend toward un- 
restricted investments. If this is any indication of the preference of the public as 
between restricted and unrestricted investments, it might be found that a very large 
percentage of the holders of annuities and supplementary contracts issued by life 
insurance companies would express a like preference. 

There is also a possibility that life insurance policies might be issued on two 
different bases, one with reserves invested in accordance with legal restrictions and 
the other with reserves invested in unlimited funds. There would probably be more 
difficulties and more statutory amendments involved in this than there would be in 
the unrestricted investment of supplementary contract and annuity reserves.** 


ConcLUSION 


During the twenties there came to be almost universal recognition that earning 
power was at least as important as physical security in judging the investment quality 
of a corporate obligation. Judged by the experience of the depression, this recog- 


*® The Institute of Life Insurance. 

®*See testimony of Dwight L. Clarke, in Hearings before the Joint Committee on the Economic 
Report, supra note 18, at 248. For an interesting article on the subject, see Harry C. Sauvain, Some 
Economic Considerations Affecting Investment Policy, PRocEEDINGS OF THE ForTY-SECOND ANNUAL MEET- 
ING OF THE AMERICAN LIFE CONVENTION 308 (1947). 
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nition came none too soon. The trend now seems to be to give more and more 
recognition to the importance of responsible management in judging the quality of 
investments of all types. In a system dedicated, as the American system is, to the 
principle of free institutions and competitive selection, this seems to be a most salutary 
trend. When legislatures consider the investment problem they might well take into 
account the remarkable accomplishments that have been achieved in the fields of 
medicine, science, technology, and industrial organization and production, where 
research, analysis, and ingenuity have not been fettered by external restrictions. 








MUTUAL SAVINGS BANKS 


Wituiam Howarp STEINER* 
I 


To understand the investment problems and policies of mutual savings banks one 
must recall the nature and origins of these institutions. Mutual savings banks have 
no capital stock; they are operated by trustees solely for the benefit of the depositors, 
who receive as interest-dividends the earnings that remain available after payment of 
expenses and establishment of reserves against loss and surplus. The first mutual 
savings banks in the United States were formed in 1816. Two years later some of 
the organizers of the Bank for Savings in New York City termed their plan “A Bank 
for the Poor,” designed “to effect a secure place of deposit for the laboring part of 
the community.”* 

The movement spread rapidly through the eastern section in which there were an 


emerging working class lacking outlets for its funds and groups of public spirited 
citizens willing and able to organize and operate such institutions. Today there are 
529 mutual savings banks in 17 states, with resources at mid-1951 aggregating 22.9 
billion dollars, but all except 3 per cent, both in number and resources, lie “east 
of Buffalo and north of Baltimore.’ Throughout its history the mutual savings 
bank has emphasized its role as the bank for the “little fellow” and has been 
conscious of its quasi philanthropic origins. The law has usually limited the 


maximum size of the individual account; for example in New York at present to 
$10,000, and its average account today stands at $1,051. 

The field of service of the mutual savings banks explains both the investment 
policy which they follow and the legal restrictions which set the framework within 
which that policy operates. Safety is paramount in the investment of their funds, 
both because of the nature of their depositors and because there is no stockholders’ 
equity to cushion the investment of the funds supplied by the depositors. A major 
protection against adverse investment conditions can be furnished present and future 
depositors only by building up adequate reserves and surplus from the earnings 
on the banks’ investments. That they have been successful over the years in 
achieving safety of their depositors’ funds is shown by the enviable record of the 
mutual savings banks, in contrast to that of other institutions, in respect both to 
involuntary closings and to losses to depositors. Since savings bank deposits, despite 
the legal permission in most states to require 30, 60 or go days’ notice of withdrawal, 


* B.S. 1916, A.M. 1917, Ph.D. 1921, Columbia University. Chairman of the Department of Economics, 
Brooklyn College, since 1933. Economist, National Association of Mutual Savings Banks, since 1947. 
Co-author (with Eli Shapiro) of Money anp Bankine (rev. ed. 1941) and various works on credits and 
financial institutions. Contributor to economic and financial periodicals. 

*Cuartes E. KNow.es, History or THE Bank FoR SAVINGS IN THE CrTy oF New York, 1819-1929 
16 (2d. ed. 1936). 
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are essentially liabilities payable on demand, the banks have also had to achieve 
liquidity. This has not been a major problem, reflecting in part relative stability 
in their deposit liabilities, and can be achieved from a limited section of their port- 
folios. Finally, in. their investment policy the banks have sought to achieve the 
highest yields consistent with these two requirements of safety and liquidity. 

Most of the 17 mutual savings bank states have enacted legislation regulating 
savings bank investments. The legislation restricts the banks to investments meeting 
statutory requirements designed to ensure high quality. In general, the requirements 
relate to type of security and the industry, size, and past financial results of the 
issuer. Since savings banks have long been regarded as institutions dedicated especi- 
ally to serving their own communities, in some cases the laws also favor investments 
within the individual state by placing limits on the geographic area in which debtors 
reside, or by making more severe the standards which out-of-state investments must 
meet. In order to promote diversification in investments, some maximum limits 
have also frequently been set on certain classes of investments. 

The mutual savings bank is also circumscribed by the available supply of legal 
investments. The relative supply of legal investments which is available changes over 
a period of time as the result of several factors. First, the supply varies with the 
ebb and flow of demands for loans as well as with changes in the volume of new 
issues and retirements of legally qualifying securities. Second, the volume of in- 
vestments meeting fixed statutory requirements will tend to rise in prosperity and 
fall in depression. Third, the supply of available investments will change as new 
types of securities are added or legal standards imposed on individual securities of 
types already qualifying, are changed. Finally, since the savings bank is only one 
institution in a highly competitive market for investments, the supply of available in- 
vestments at different times in effect also reflects the interest displayed by other classes 
of institutions in the several classes of investments. 

Within the limits set by law and by the available supply of legal investments, 
the savings bank is a free agent in selecting the particular investments it will hold. 
The relative attractiveness of different investments reflects the relative rates of return 
available after allowing for investment expense and the relative degree of risk in- 
volved, and calls for a high degree of judgment on the part of the banker as to 
present conditions and prospective developments. 

At the close of 1950 the mutual savings banks had invested almost half their funds 
in United States Government obligations, somewhat more than one third in mort- 
gage loans, and less than one tenth in corporate securities. Table I, indicating the 
dollar amounts and per cent of total assets held in these and other forms on De- 
cember 31, 1950, is based on data compiled by the National Association of Mutual 
Savings Banks from reports of the supervisors in the various states or obtained di- 
rect from individual banks. The figures used are, in general, net after deduction of 
reserves or valuation allowances. Of course, wide variation exists, both between 
states and between individual institutions, in the types of investment holdings. 
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II 


Both historically and in point of fact, the investment policies of trustees and of 
mutual savings banks have been closely related. Having noted this fact, let us 
observe at once that in both fields the task faced by the state of ensuring adequate 
investment can be tackled in one of two ways. Only 2 of the mutual savings bank 
states follow the “prudent man” rule, namely Maryland and, with minor modification, 
Delaware. They permit the bank a wide range of latitude in which to exercise its 
discretion, provided it acts with prudence aad in good faith. The other 15 states 
instead incorporate certain statutory requirements which form the basis for prepara- 
tion of a legal list from which investments may be chosen. There are numerous 
conflicting standards due, usually, to historical influences, rather than to well defined 
policies designed to meet existing needs.” Also, the special charters held by certain 
older institutions set the investment restrictions under which they operate. 

The laws governing mutual savings bank investments have by no means been 
static. There has been a continuous extension of the list of eligible investments, 
reflecting both the pressure of funds upon limited outlets and changing thought on 
investments as conditions changed. Even before the days of general acts of incorpora- 
tion for savings banks, institutions experienced difficulty in investing their funds 
because of the few eligible categories. From time to time, economic change has 
resulted, first in the emergence, and then in the seasoning of new types of securities, 
which have sooner or later become recognized as suitable for mutual savings bank 
investment. The expansion of the list is well illustrated by the experience of New 
York state. The first general act, passed in 1875, restricted investments to three 
groups: United States Government issues, direct or guaranteed; obligations of states 
and New York municipalities; and first mortgage loans under specified restrictions. 
In 1898 certain railroad securities were added, and in 1904 a general law set forth a 
general earnings standard for rail issues. The real estate boom after the First 
World War, to make up for the housing shortage that had developed, helped post- 
pone major revision. Only such minor changes were made as the admission of bank- 
ers acceptances in 1918. After discussions lasting almost a decade, New York in 1928 
and 1929 became one of the last mutual savings bank states to admit public utility 
bonds to the legal list. At the same time, a wider selection of railroad securities was 
admitted and municipal bond restrictions were eased. Out of the depression arose, 
in reference to mortgages on real estate, formation of the Institutional Securities 
Corporation, the more liberal F.H.A. and V.A. lending provisions, and direct in- 
vestment in housing corporations. In reference to security issues, there was the 
moratorium waiving temporarily the restrictions on railroad obligations, formation 
of the Savings Banks Trust Company (aside from its service as holder of cash bal- 
ances of and lender to savings banks), and, in 1938, permission to the State Bank- 


* White and Lawres, The Modernization of Legal Lists, 5 Law & ConTEMP. Pros. 398 (1938). 
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ing Board to permit investment in specific corporate bonds upon recommendation 
of 20 savings banks or the Savings Banks Trust Company. 

The problem of the magnitude and scope of the legal list for mutual savings 
banks may be indicated as follows. No tests are obviously provided for United 
States Governments, while mortgage lending in all 15 states has to meet specific 
standards. Admission of F.H.A. and V.A. loans means merely that the state 
accepts Federal Government standards instead of laying down its own. In nature 
the specific standards applicable to mortgage lending differ greatly from those 
applicable to municipal and corporate securities. It is on the latter group that the 
discussion of the legal list problem has centered. In 1950, as already noted, they 
comprised less than one-tenth the assets, after, as will be seen in Table 4, having 
stood at roughly one-third in 1920 and 1931. 

Whether a legal list of securities is desirable, has actively been discussed for 
several decades. In favor of setting standards by law is the thought that, because of 
their very nature, the investment of savings bank funds should be safeguarded. 
Such restrictions were undoubtedly important during the earlier years of mutual 
savings banking when newly organized institutions often had to “feel their way” 
and were mostly operated by individuals who donated a portion of their time, instead 
of by full-time paid executives. But over the years several principal defects of the 
legal list have become increasingly evident, and it is upon them that discussion has 
focused. 

(1) It is impracticable to devise fixed statutory standards which admit a large 
proportion of all sound securities without also qualifying a considerable volume of 
questionable securities.* The standards now employed differ between states, so that 
perhaps only half or somewhat more than half the issues are common to several lists. 
The remainder meet only some of the tests set by each state, rather than all. They 
belong to the great bulk of securities that are neither distinctly superior nor distinctly 
inferior, yet which are generally satisfactory for investment, both in terms of safety 
and of yield. No legal list, if it is to be of use, can confine itself to the limited group 
of outstanding issues of unquestionable security, but must reach into the much 
larger stratum underneath, where doubt, even if of a minor nature, may appear. 
Yet in connection with such issues the usual standards set in the various laws give 
us the well known phenomenon of “good” issues barred because of non-compliance 
with purely technical considerations while also admitting what turn out actually to 
be “poor” securities. 

(2) The wide cyclical changes that occur in the size of the legal list are un- 
desirable. They occur because, first, most tests rely upon past in contrast to 
prospective performance, which frequently reflects factors that are intangible in 
nature. Second, changes in the size and composition of the legal list provide an 


* See George W. Edwards, New Standards for Railroad Securities, in Trust Companies 174 (1937). 
The exhaustive studies now being completed by the Corporate Bond Project of the National Bureau of 
Economic Research also shed much light upon the matter. 
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incentive for banks to buy at the “top” and sell at the “bottom”; they lead to un- 
necessary liquidation at low prices and thus to further depression of prices. 

The outstanding example of difficulty in connection with legal lists is afforded, of 
course, by rail bonds during the 1930's. In this case, secular were added to cyclical 
factors; the changed position of the roads with the development of newer means of 
transportation, had also been ignored. Legislation had to be enacted in various 
states permitting retention of issues which no longer met the legal standards. In 
New York 7.6 billion dollars of rail obligations were legal at the opening of 1931, 
but less than 1 billion dollars qualified two years later, with 5.8 billion dollars remain- 
ing legal only under the moratorium.‘ 

The problem is not completely solved by use of a variable standard such as that 
advanced in New Jersey in 1946. Instead of the usual constant ratio of earnings to 
fixed charges, the arithmetic average of all Class I railroads for the three preceding 
years was used. While a test of 50 important Class I roads showed that none of the 
18 eligible for the period ending 1929 was forced into bankruptcy or obliged to put 
through a voluntary plan of readjustment involving placing part of the road’s fixed 
charges on a contingent basis, only half of the 18 would have remained on the legal 
list in 1945 as well as 1932, while 31 roads met the test in at least one three-year 
period. In short, while the aggregate volume of legal bonds would have been better 
maintained under the plan, there would have been considerable shifting about 
as a result of changes in the operating results of the roads involved. The list would 
remain larger in size at the expense of stability in composition. 

(3) The pressure of investment demand on a limited list of securities creates 
artificially low yields which handicap the mutual savings banks vis-a-vis competitors 
not similarly restricted. This has been a periodic complaint, highlighted at times 
by the fact that the mutual savings banks are largely, and in some states entirely, 
confined to creditor instead of equity securities—a matter which is considered below. 

Recognition of defects has led some of the 15 states to introduce provisions to 
achieve flexibility as a substitute for or, more largely, as a supplement to the rigidities 
imposed by fixed statutory requirements. These provisions are of several types. 

(1) Supervisor discretion in preparing list: Ohio permits investment in the 
marketable obligations of any corporation under such restrictions as may be prescribed 
from time to time by the superintendent of banks with the approval of the Banking 
Advisory Board. 

(2) Consultation with savings banks in preparing list: Maine in 1937 authorized 
the bank commissioner, upon recommendation of a special committee of the savings 
bank association, to expand the list to include certain railroad securities he deems 
suitable for investment by savings banks. A year later New York empowered its 
state banking board, upon recommendation of 20 savings banks or the Savings 
Banks Trust Company, to add to the regular list corporate interest-bearing obligations 


*“Wetpon WeELFLING, Savincs BANKING IN New York STATE 127 (1939), citing data of the New 
York State Banking Department. 
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not otherwise legal for investment. Massachusetts permits the commissioner, on 
application of 25 savings banks, approved by the Mutual Savings Central Fund, to 
admit any state or municipal or corporate interest-bearing obligation not otherwise 
eligible. Connecticut has set up a Savings Banks Railroad Investment Committee, 
appointed by the governor, on which the savings banks are largely represented, to 
certify to the commissioner the rail bonds it deems suitable for investment, instead of 
spelling out standards in the law, as for other classes of securities. 

(3) Limited investment in non-legal issues: Minnesota permits 10 per cent of 
deposits to be invested outside the authorized list, under rules of the state banking 
commissioner, who limits such investment to marketable bonds, domestic or 
Canadian, payable in American dollars, and rated A; Connecticut permits 75 per 
cent of surplus to be placed in non-legal issues deemed prudent investments by the 
bank. 

(4) Indiana restricts savings bank investment in corporates to those legal for 
fiduciaries and approved by the department of financial institutions. 

(5) Vermont restricts investment in corporates to domestic and Canadian evi- 
dences of debt rated within the first four grades by two recognized investment rating 
agencies. 

Ill 

At the close of 1950 the mutual savings banks held 8.0 billion dollars, or 35 per cent 
of their assets, in mortgage loans. They included conventional and purchase money 
mortgages, 63 per cent; F.H.A.’s, 20 per cent; and V.A.’s, 17 per cent. In addition, 
they held a limited amount of construction loans. 

In their regular or conventional mortgage loans, savings banks in the 15 states 
are quite generally confined to first mortgages. The further usual requirements, re- 
lating to location of the property, percentage of value that may be lent, and maximum 
aggregate holding of mortgage loans, may be summarized as follows. 

(1) In general, the property must be located within the state in which the bank 
is located, or, if in another state, within 25 miles of the bank or in an adjacent county. 
This provision reflects the conception of mutual savings banks as institutions de- 
signed primarily to serve the communities in which they are located, as well as the 
thought that they can keep well informed as to real estate developments in their 
vicinity. But certain states in which opportunities for mortgage lending are limited 
permit loans elsewhere. Thus, Maine authorizes loans anywhere in the United 
States. Again, Minnesota and Wisconsin permit loans in their (somewhat differing) 
group of states, and Oregon admits loans in the Pacific states. 

(2) The maximum percentage of the value of the property that may be loaned, is 
usually specified. Most common are percentages around 60 and 66% per cent. But 
the percentage is often graded, with higher percentages on improved than on unim- 
proved property; on amortized than on unamortized loans; and on small residences 
(variously defined as single family, one or two family, and up to four family) in 
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contrast to multifamily housing and nonresidential property. The figure ranges all 
the way from 30 or 40 per cent on unimproved property to 80 per cent on small 
residences when the loan is amortized monthly, usually over 20 years. The 80 per 
cent may apply to the first $10,000 to $15,000 of the value, with a lesser percentage 
applicable to any excess. Some states include requirements for appraisal by trustees 
and for periodic reappraisal of the property. 

(3) The maximum aggregate holding of mortgages is also specified by most 
states. A percentage of assets, varying from 50 to 75 per cent, is usual, or a per- 
centage of deposits, varying from 60 to 75 per cent. Within these ranges, the lower 
are less frequent than the higher figures. A lesser percentage may apply to loans 
outside the state. 

All mutual savings bank states authorize these institutions to hold F.H.A. in- 
sured mortgages. In general, the standards set by the F.H.A. and the federal legis- 
lation under which it operates, are accepted and no further restrictions are made. 
But in a few cases this type of investment is made subject to such regulation as 
the state supervisor deems “necessary and proper.” In some cases, the permission 
was originally limited to mortgages on property located within the state. Sometimes 
F.H.A. lending comes under the overall limits set on maximum aggregate holdings 
of mortgages already cited, although rarely, as in Maine, the aggregate percentage 
may be increased from 60 to 70 per cent in case F.H.A. holdings comprise not less 
than 25 per cent of deposits. The authorization often includes modernization loans 
in moderate amount as well as long term mortgages. 

Similarly, all mutual savings bank states permit these institutions to hold G.I. 
loans. For savings banks, the important loans are those made against real estate 
rather than business loans. In various states, the loan guaranteed by the V.A. is also 
made subject to such regulations as the supervisor deems “necessary and proper.” 
Some states set forth conditions relating to matters such as location of the property 
and the minimum percentage of loan guaranteed. Savings banks have made some 
combination F.H.A. and V.A. loans. 

Some banks originate and service their own loans. Others, however, acquire 
existing loans, either through correspondents or, within recent years, by taking over 
a block from the H.O.L.C. or the Federal National Mortgage Corporation. De- 
pending upon competitive conditions, a premium may be paid for loans purchased, 
and the correspondent usually retains the right to service the loan for an annual fee 
such as !/ of 1 per cent. There has been sharp competition for loans up to recently, 
so that refinancing with another institution has been frequent. So, too, has been 
repayment on loans in excess of that provided by the amortization schedule. As a 
result of both practices, repayments in 1950 were 14.5 per cent of the mortgages held 
when the year opened and 38 per cent of the total lent during the year. In other 
words, the mutual savings banks had to make about $1.60 in new mortgage loans in 
order to show an increase of $1 in the volume of mortgages held. The remaining 60 


® Repayments were relatively heaviest on conventional mortgages and lightest on FHA’s, with corre- 
sponding effect on the amount which had to be lent to gain $1 of loans held. 
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cents was absorbed by repayments from borrowers, often as a result of a new loan 
negotiated elsewhere. 

Out-of-state mortgage lending by savings banks is of two types. Of minor 
importance .s lending in a contiguous state. Vastly more important is lending regard- 
less of location, tuday largely represented by F.H.A. loans. Individual banks may 
make their own arrangements to acquire mortgages through correspondents which 
act as servicing agent, but New York banks can use the facilities of the Institutional 
Securities Corporation which is owned by them. At the close of 1950 it had out- 
standing 46 million do,lars of debentures held by the savings banks against its port- 
folio, composed predominantly of F.H.A. and V.A. mortgages, and also held 111 
million dollars of F.H.A.’s as trustee or agent for investing savings banks to which 
it issued certificates of participation. In 1949 the Massachusetts banks organized 
a purchasing group, joined during the first year by 32 banks, which took allotments 
of the F.H.A. and V.A. purchases which were negotiated. 

Of the 8.0 billion dollars of mortgages held by the savings banks at the close of 
1950 about 1,250 million dollars or 15.5 per cent were on properties situated outside 
the state in which the bank was located. In addition, the banks held out-of-state com- 
mitments aggregating about 700 million dollars. Three quarters of the total loans 
and commitments are held by New York banks and another one eighth by Massachu- 
setts banks, but out-of-state lending also bulks relatively large in Vermont, Rhode 
Island, and Minnesota. Three fifths of the out-of-state loans and commitments are 
on properties in other savings bank states, notably New Jersey, Pennsylvania, and, to 
a lesser extent, Maryland. The remaining two fifths is scattered widely over almost 
all the 31 non-mutual savings bank states, the District of Columbia, and Puerto Rico, 
but over two thirds is in 8 jurisdictions. 

It is evident that mortgage loan policy varies widely from bank to bank. At the 
close of 1950 the per cent of assets placed in mortgage loans varied from 1 to 86, 
but about two thirds of the banks held between 20 and 50 per cent of their assets 
in mortgages. Some banks confine themselves to a limited number of conventional 
loans, covering commercial and multifamily residential structures; others favor a 
large number of loans on small residences. Again, some institutions prefer con- 
ventional mortgages and take no F.H.A.’s, while others have built their mortgage 
portfolio around F.H.A.’s. Similar differences appear by states. Thus, in the 
10 major mutual savings bank states the percentage of the mortgage volume held at 
the close of 1950 in the form of F.H.A.’s varies all the way from less than 10 per cent 
in Massachusetts, New Jersey, and Connecticut to roughly 25 per cent in Rhode 
Island and 4o per cent in Vermont. These figures show the accumulated portfolio, 
rather than current lending; some states were building up their F.H.A. portfolios 
rapidly in 1950. The proportion of V.A. loans held showed a much narrower range, 
varying from roughly 15 to 30 per cent. So, too, did the proportion of conventional 
loans held, which ranged from about 58 to 70 per cent when Vermont (holding over 
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two thirds its mortgages in the other two forms) is omitted. The three states with 
a low percentage of F.H.A.’s showed the highest proportion of conventional loans. 

Are mortgage loans good investments in view of the severe losses experienced by 
mutual savings banks during the period 1931-45—far more severe, in fact, than were 
the losses on their security holdings? The only comprehensive study of the matter 
is that made by Dr. John Lintner of Harvard University of the experience of the 
mutual savings banks in Massachusetts. He concludes:® 


Mortgage lending has been good business for the mutual savings banks of Massachusetts, 
not merely from the standpoint of discharging a basic responsibility to their communities 
and to the economy, but also from the standpoint of increased net returns available for 
distribution as dividends to depositors after full allowances for all costs and losses incurred. 


The evidence upon which he bases these conclusions may be stated, with his 


permission, as follows: 

(1) There is the experience of the Massachusetts saving banks over the years. The 
period 1907-25 was one in which lending was heavy, rates attractive, and losses low. 
This had, in fact, been true also for the preceding quarter century. Real estate 
conditions began to become unfavorable beginning about 1926, although real difficulty 
only began to be experienced from 1931 on and the heaviest losses, in fact, were 
taken by the banks in the later 1930’s and early 1940’s after real estate had already 
begun to improve. The net yields for the periods 1907-25 and 1926-45, as well as 
that for the years of difficulty 1931-45, are indicated in Table 2. 

(2) These results, based upon data contained in the Commissioner’s reports, are 
confirmed by analysis of a large representative sample of loans made between Jan- 
uary 1, 1918 and December 31, 1931, which shows an average net return down to 
mid 1946 of 4.64 per cent a year. This is again substantially higher than the average 
yield obtainable on long term United States Government bonds at any time after 
1921. The net return obtained on all mortgage loans made each year 1919 through 
1931, except 1920 and 1923, was also higher than the average yield of long term 
United States Treasury securities during the year in which the mortgage loans were 
made. 

(3) The data cover uninsured loans in a period of extreme distress. Techniques 
of selecting risks (including credit study and income prospects of borrower and 
neighborhood trends), form of the mortgage instrument (including periodic amorti- 
zation and current payment of taxes), and the amount and quality of service, have 
all improved very substantially over the last 15 years. Moreover, F.H.A. and V.A. 
insurance and guarantees bear little similarity to the older guaranteed mortgage 
whose record was so disastrous. On the other hand, we may add, a substantial 
fraction of present portfolios is made up of loans made in a period of high real 
estate prices, and frequently at a higher per cent of appraised value than was per- 
mitted during the 1920's. 


6 : TN 7 oT 
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Recent laws in about one third the mutual savings bank states authorize these 
institutions to participate in financing large scale housing developments. The laws 
differ greatly. Some authorize investment in obligations of a public housing author- 
ity, urban redevelopment company, private housing company, or similar public or 
private corporate entities. A second type allows savings banks to participate with 
other savings banks or other mortgage lenders either in making mortgages secured 
by large scale housing developments or in purchasing such real estate and owning it 
outright. Allied hereto is the authorization given savings banks by other states to 
participate in such financing through the medium of a corporation wholly cwned 
by savings banks. Finally, another form of law authorizes savings banks to partici- 
pate in mortgages on large scale housing when these are insured by the F.H.A. 
Savings banks have displayed some interest in the field, but have undertaken con- 
struction of only a limited number of housing projects themselves, due to the rise 
in construction costs. 

Loans other than on real estate are of minor importance, and will not be con- 
sidered here. Instead, we will turn at once to the banks’ security holdings. 

IV 

At the close of 1950 the mutual savings banks held 10.9 billion dollars or 48.6 per 
cent of their assets in direct or guaranteed obligations of the United States Govern- 
ment. In addition, they held 77 million dollars or 0.3 per cent in Canadian or other 
foreign government bonds. Most states admit Canadian but not other foreign obliga- 
tions. 

Holdings of state and municipal obligations totalled g2 million dollars, or 0.4 
per cent, on December 31, 1950. With the sharp rise in federal income tax rates, 
the tax exempt status of such issues has had increased appeal to other classes of in- 
vestors as contrasted with the mutual savings banks, which until 1952 were free of 
federal income tax. Obligations of states are generally admitted, subject frequently 
to non-default for a specified period such as 5, 10, or 20 years, in several cases on 
obligations issued after 1878 or 1890. In rare cases, a limit is placed on total holdings 
of state obligations, such as 20 per cent of assets, or of any one state, such as 2 per cent. 

The legal requirements governing investment in obligations of political sub- 
divisions of a state are far more extensive and technical. Most states permit invest- 
ment in the obligations of their own subdivisions without limit. Standards instead 
are imposed on obligations of subdivisions in other states and relate to matters such 
as population, taxing power, and amount and character of debt burden. Some 
also require that the unit shall have been in existence for a specified period, ranging 
from 10 to 25 years. More frequent is a requirement that there shall have been 
no default for a stated period, usually 10 but ranging from 5 to 25 years. Population 
requirements vary widely, with frequent correlation to debt limits. Thus Massachu- 
setts limits the ratio of net debt to assessed value of real property to 6 per cent in 
cities of less than 100,000 and 8 per cent in larger centers. Incidentally, the debt limit 
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requirement, ranging from 3 per cent to 12 per cent, raises a question as to whether 
obligations for financing municipal utilities should be included in its computation. 
The requirement is sometimes also made that in order to qualify its obligations the 
unit shall have unlimited power to tax real property for the payment of the obliga- 
tions. Several states limit aggregate investment in municipal obligations, as well as 
that in the obligations of any one municipality. 

Mutual savings banks holdings of corporate securities are also small in com- 
parison with holdings of United States Governments, though large in contrast to 
state and municipal obligations. At the close of 1950 rail and public utility bonds each 
aggregated 865 million dollars and represented 3.8 per cent of the portfolio, while 
industrial bonds equalled 119 million dollars and added 0.5 per cent. While some 
observations have already been made on the shortcomings of the legal list for rails, 
the conventional standards contained in the various laws may be examined briefly. 
They are extremely technical and often overlap, but their principal features may be 
summarized under the following headings: 


(1) Size. A frequent requirement is that a road must have a minimum single 
track mileage of 500 miles; another that minimum gross operating revenue 
be 10 or 15 million dollars for a period such as 3 of the last 4 or 5 of the 
last 6 years. 

(2) Earnings. A frequent requirement is that a road must have shown avail- 
able earnings 11/4 times fixed charges for some period such as the last year 
and either the average for the last 5 years or 5 of the last 6 years. 

(3) Dividends. New York requires that payment of cash dividends equal one 
fourth fixed charges in 5 of the last 6 years, unless fixed charges were 
earned 1! times in 9 of the last 10 years. 


(4) Capital structure. Another test is that funded debt does not exceed 3 times 
capital stock. 

(5) Nature of security. Provision is made for admission of terminal and bridge 
bonds and bonds on leased lines, as well as for mortgage bonds on owned 
property, to take account of the intricate capital structures of many systems. 

(6) Limits. The usual aggregate limits are often set, such as 20 or 25 per cent 
of assets or 30 per cent of deposits and 114 to 5 or 10 per cent for one road. 


Massachusetts, it may be noted, has added a comparative type of test. Despite 
the shortcomings of the New Jersey plan based on the arithmetic average for all 
Class I roads, Massachusetts now requires that (a) for a 3 year period, gross revenue 
average 4 of.1 per cent of that for all Class I roads; (b) average earnings cover 
fixed charges, not only at least 114 times, but also at least as much as for all Class 
I roads; and (c) the margin of safety (average income less fixed charges, divided by 
average gross revenues) be at least equal to that for all Class I roads. The Common- 
wealth has also provided modified requirements for reorganized roads’ obligations. 
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Rail equipment obligation standards may more easily be summarized. The nature 
of the lien is specified, the obligations may not represent more than 80, 85 or go 
per cent of the cost of the equipment, and the maximum maturity is 15 years, subject 
to annual or semi-annual reduction in equal installments. 

Public utility bond standards on the whole are less intricate than those for rails, 
partly because they are a relatively recent type of obligation and the capital structure 
of such operating companies is today less complicated. Electric light and gas, water, 
and telephone companies are recognized, generally with separate though somewhat 
similar standards for each, but street railways play a subordinate role. The types 
of provision 1aay be sketched as follows: 


(1) Supervision. Several states require that the issuer be under supervision 
of a public service commission. 

(2) Franchise. Several states which treat an in-state company more leniently 
than an out-of-state, require the issuer to have an exclusive franchise. A 
number require that the franchise either be indeterminate, subject to a 
public service commission, or determinate and expire at least 3 years after 
the bonds mature. 

(3) Size and nature of business. Minimum gross revenues are frequently 
set, and a minimum percentage that must be derived from electric and 
gas operations by non-water and non-telephone companies. 

(4) Value of property. Several states do not permit the bonds to exceed two 
thirds or three fourths the depreciated value of the property. 





(5) Capital structure. Several states require that funded debt shall not exceed 
a stated percentage of total capital, usually 60. 

(6) Earnings. Various states specify the minimum ratio of net earnings for 
a specified period to fixed charges. The period is often the last year and 
the average for the last 3 to 5 years or 4 of the last 5 years, while the cover- 
age varies from 1% to 2¥. 

(7) Debentures. Where debentures as distinct from mortgage bonds are ad- 
mitted, the standards are more severe. This is generally true also of tele- 
phone bonds, where coverage for debentures mya be 3 instead of the 2 
required for mortgage bonds. 

(8) Limits. The usual maximum percentages are set, both in the aggregate 
and for obligations of one issuer. Ranges are wide, from about 15 to 40 
per cent, and from 2 to 5 per cent of deposits, respectively. 


Investment in equities is another story. At the close of 1950 bank stock holdings 
were 163 million dollars, or 0.7 per cent of assets, while other stock holdings (omitting 
those in organizations such as the Savings Banks Trust Company) aggregated only 


16 million dollars, or less than 0.1 per cent. In fact, bank stock is important only 
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in New England; Massachusetts and Connecticut account for four fifths of the total, 
but bank stock is at least relatively as important in savings bank portfolios in Rhode 
Island and New Hampshire. Other stock is of importance only in New Hamp- 
shire, in which the holdings exceed those of bank stock. 

The bank or trust company whose stock may be held must meet certain standards, 
which may be summarized for the New England states as follows: 





(1) Location. All admit stock of institutions in their own state. Connecticut 
also permits holding of stock of institutions in New York City, Boston, 
and Philadelphia, while Maine and Vermont permit the institution to be 
located in New England or New York. Vermont also admits Canadian 
bank stock, while Massachusetts, New Hampshire, and Rhode Island per- 
mit a location anywhere in the United States. Population tests are set in 
Maine (cities of 250,000) for banks located outside the state, and in New 
Hampshire (cities of 500,000) and Rhode Island (cities of 200,000) for 
banks located outside New England and New York. 





(2) Federal Reserve membership. Investment is restricted to stock of Federal 
Reserve members by Maine and Massachusetts for banks located outside the 
state and by New Hampshire and Rhode Island for banks located outside 
New England and New York. 

(3) Size. A capital stock, surplus, and undivided profits of 10 million dollars 

is specified for banks located outside the state in Connecticut and Maine 
and 40 million dollars in Massachusetts. The figure is 15 million dollars 
in New Hampshire and 5 million dollars in Rhode Island for banks located 
outside New England and New York. In Rhode Island such an institu- 
tion or its predecessors must be at least 10 years old. 
Dividends. Dividends of 4 per cent must have been paid in each of the 
last 5 years by all institutions eligible in Connecticut and for intrastate 
institutions in Massachusetts, and, to be eligible in New Hampshire, for 
each of the last 4 years by banks outside New England and New York. 
Furthermore, a surplus equal to 50 per cent of capital stock is required for 
these categories by New Hampshire. Massachusetts requires payment of 
4 per cent dividends in each of the last 10 years for out of state institutions 
and a stockholders’ investment equal to 6 per cent of deposits. 


(5) Aggregate holdings. The maximum is related either to deposits (5 to 25 
per cent), assets (10 per cent), or surplus (one half or two thirds). More- 
over, holdings of the stock of one bank are limited, in relation to either 
deposits (0.5 to 3 per cent), assets (5 per cent), or surplus (5 per cent or 
one fifteenth). In order to prevent too close a link with a commercial 
bank, the per cent of the latter’s capital stock that may be held is often 
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limited to from 10 to 25 per cent. In several cases the percentages include 
loans against stock of the bank, while several states also limit deposits held 
with a commercial bank. 


The desirability of more widespread investment by savings banks in equities 
has been raised again since New York in 1950 became the fortieth state to permit 
life insurance companies to hold common stock, after having a year before authorized 
trust companies to place up to 35 per cent of the funds of “legal” trusts in equities. 
Increased interest on the part of institutions in equity securities is due, first, to the 
high yield that a portfolio of selected equities will give as against any other type of 
institutional investment. Over the past decade the differential has been un- 
precedented. High income taxes have removed many individuals in the middle 
and upper income brackets as purchasers of stock, while a greater portion of people’s 
savings is finding its way into the hands of financial institutions which have placed 
them elsewhere than in equities. In addition to thus reducing demand for stock, 
bond yields have been depressed by credit control and debt management policies. 
Second, corporations over the last 5 years have retained over half their earnings, which 
have been reinvested for the benefit of stockholders and should lead to increases in 
earnings in the future. 

Equities, of course, carry greater price risks, even though fluctuations may in the 
future be less extreme than between 1929 and 1932, when the Dow Jones average 
fell to 41 after having reached 381. Sounder business finance and commercial bank- 
ing, coupled with restrictions on margin transactions and the policies likely under the 
Full Employment Act of 1946, may serve to place a “floor” under the market. At 
the same time, increasing earnings give an opportunity for secular appreciation, 
accelerated should inflation go forward. Savings banks could if permitted make 
their investments in equities directly or through intermediaries. Most institutions, 
particularly the smaller banks, lack the knowledge and experience essential to proper 
selection of issues and timing of purchases. They must either obtain competent 
advice, for example from a central bureau (perhaps, in New York, the Savings 
Banks Trust Company) or must participate through an intermediary. The latter 
in turn offers two alternatives. First, savings banks might buy shares of open and 
mutual funds, which have been selling their shares to the public at an increased pace 
in recent years. This has the defect of costliness—an average initial loading at time 
of purchase of 7 per cent or more, and an annual expense deducted from income 
running up to more than 0.5 per cent. The more promising alternative appears to 
be to have the savings banks, if permitted to make equity investments, set up their 
own mutual fund, with a specialized organization suited to their own needs. 


Vv 


The present investment problems and policies of the mutual savings banks 
can be understood only in the light of the historical record. During the first half 
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of the twentieth century they have faced two world wars and a major depression. 
All have left their mark on mutual savings bank investments. For our present 
purpose it will suffice to examine the period since the First World War. These 
three decades fall naturally into three periods: 

(1) The “decade” of prosperity—1921-31, inclusive; 

(2) The “decade and a half” of pressure—1932-45, inclusive; 

(3) The postwar era—1g46-50, inclusive. 


The decade of the 1920’s seemed to the savings banks to be one of relatively 
smooth sailing. Their assets increased year by year during the 11 years ending 
in 1931, and almost doubled from the 5.8 billion dollars held at the opening of the 
period. Hence the problem facing the banks appeared primarily that of placing 
the 5.2 billion dollars of additional funds in the best of a group of outlets with 
generally attractive yields. In 1920, as shown in Table 4, the banks held 4o per 
cent of their assets, or 2.3 billion dollars, in mortgages and 33 per cent, or 1.9 
billion dollars, in corporate and municipal securities. United States Government 
obligations, a heritage from the First World War, totalled only goo million dollars, or 
16 per cent. Over the decade, the banks placed somewhat more than the entire 
increase in their assets in private obligations in contrast to public. They increased 
their mortgage holdings to two and one-half times the 1920 figure and almost 
doubled their holdings of corporate and municipal securities. In other words, 3.6 
billion dollars went into mortgages and 1.6 billion dollars into corporate and 
municipal securities (while holdings of United States Governments, reflecting in 
part retirement of public debt, declined 200 million dollars) to increase these to 53 
per cent and 32 per cent of assets, respectively, in 1931. The concentration on mort- 
gages reflected primarily the rapidly increasing supply of mortgages, due to new 
construction and increased transfers of existing properties. It also reflected the 
relatively favorable net yields, especially in view of the successful experience with 
mortgages over the preceding half century or so. As the demand for mortgage 
money fell off in the later 1920's, available corporate issues, both railroad and public 
utility, increased, with larger yields after early 1928. Rail obligations reached 14 per 
cent of assets in 1931 and utility issues 7 per cent. 

The period beginning about 1932 and lasting through 1945 presents a sharp 
contrast. Private obligations absorbed none of the increase in assets, but suffered 
sharp reductions instead. All the asset increase, together with that obtained from 
liquidation of other assets, went into United States Governments. Thus the entire 
character of the banks’ portfolios changed, so that in 1945 they held only 25 per cent 
of their assets in mortgages and another 7 per cent in corporate and municipal 
securities, in contrast to 63 per cent in United States Governments. Holdings of 
mortgages fell 1.7 billion dollars to 4.2 billion dollars, and of corporates and mu- 
nicipals 2.3 billion dollars to 1.2 billion dollars, whereas holdings of United States 
Governments rose nearly 1o billion dollars. The shift may be explained, as was 
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the policy of the 1920’s, in terms of the availability and yield of the different classes 
of investments, in addition to the patriotic desire to aid the war effort. Over the 
entire period interest rates were falling and the differential in yield of these classes 
over Governments was narrowing, especially in view of the losses experienced on 
other classes of investments. Meanwhile, too, the par value of marketable United 
States Governments rose from 21 billion dollars in 1932 to 36 billion dollars in 1940 
and 199 billion dollars at the close of 1945. 

Two sub-periods may be conveniently distinguished between 1932 and 1945: the 
depression and recovery years through 1940, and the war years through 1945. They 
differ in rate of growth of assets and also in investment problems. Between 1932 
and 1940 savings banks assets gained roughly only goo million dollars. As the 
changed conditions, already evident before 1932, brought defaults on mortgage loans 
and on securities held, the savings banks were forced to re-examine and re-adjust 
their portfolios. This resulted in a reduction of 1.5 billion dollars, or 40 per cent, 
in corporates and municipal securities, to 2.0 billion dollars or 17 per cent of total 
assets. Railroad obligations were particularly hard hit, declining more than half, or 
850 million dollars, to 700 million dollars, or from 14 per cent to 6 per cent of total 
assets. Public utilities and municipals each declined about one third, or 300 million 
dollars, to reach respectively 600 million dollars and 500 million dollars, or 5 per cent 
and 4 per cent of total assets. However, bank stocks actually increased 11 million 
dollars, to remain at one per cent of assets. The period also showed a decrease of 
1.1 billion dollars in mortgage holdings, with an accompanying rise of 500 million 
dollars in real estate acquired in foreclosure or similar proceedings. Hence, mort- 


gage loans fell to 4.8 billion dollars or 41 per cent of assets, while other real estate 
rose to roughly 600 million dollars or 5 per cent of total assets. This reflects a lag 
in mortgage demand and heavy repayments, combined with a reluctance to make new 


mortgage loans. 

The war years 1941-45 added to the task of completing the re-adjustment of the 
portfolio that of finding an outlet for the 5.0 billion dollar increase in the banks’ 
assets. The entire sum, together with 2.4 billion dollars derived from the reduction 
in other classes of investments, was placed in United States Government obligations 
and raised their total to 10.7 billion dollars, or 63 per cent of assets, at the close of 
1945. Re-adjustment of the mortgage portfolio was largely completed; mortgages 
declined 600 million dollars to 4.2 billion dollars, or 25 per cent of assets, while other 
real estate declined 500 million dollars to a nominal figure below that of 1920. Hold- 
ings of corporate and municipal securities fell 800 million dollars, to 1.2 billion dollars, 
or 7 per cent of assets. Rails continued their decline, falling 200 million dollars, or 
one third, to 460 million dollars, or roughly 3 per cent of assets, while public utilities 
fell 100 million dollars, or one sixth, to 400 million dollars, or 3 per cent of assets. 
More spectacular was the drop of 400 million dollars or two thirds in municipals, to 
leave holdings at 200 million dollars, or 1 per cent of assets. Bank stock holdings re- 
mained almost unchanged in amount. 
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The investment problem faced by the mutual savings banks is seen more clearly 
when the operating record of these years is examined. While no adequate published 
figures are available for the country as a whole, there is available the careful 
study made by Lintner of the experience of mutual savings banks in Massachu- 
setts, based largely upon the Annual Reports of the Commissioner of Banks of that 
Commonwealth. The experience in that state, it is believed, speaking generally, 
parallels that elsewhere. The following account is based, by permission, upon that 
study. During the 15 years 1931-45 the mutual savings banks of Massachusetts ex- 
perienced net losses of 238.1 million dollars on their investments, as shown in Table 
3, as compared with total assets of 2,317.7 million dollars held at the end of 1930. 
Total losses and charge-offs of 346.6 million dollars, excluding charge-offs at time of 
purchase of premiums on securities, were reduced by profits and recoveries on all 
assets of 101.4 million dollars and a return to surplus of 7.1 million dollars of 
previously established reserves. Mortgages accounted for three fifths of all gross 
losses and charge-offs, but due to the small profits and recoveries on them, accounted 
for three fourths of the net losses on all assets.7 Moreover, not only did mortgages 
entail heavier losses and relatively smaller recoveries than did securities, but there 
were highly significant differences in the time at which the losses were taken. Losses 
on securities were written off rapidly, whereas losses on foreclosed real estate re- 
mained relatively small in the early years of the depression. In 1940 the banks still had 
to make three fifths of all their write-offs on foreclosed real estate, in contrast to one 
third of the write-offs on securities. Otherwise stated, little more than one fifth of 
the gross losses taken on securities were deferred until time of final sale, but 
virtually three fifths of such gross charges on foreclosed real estate remained to be 
taken when the properties were finally sold. 

The investment problems faced by the Massachusetts savings banks during this 
period had their impact on operating policies. The net loss absorbed during the 15 
years was substantially more than one third larger than the book surplus at the 
beginning of the period. It could therefore come only out of net operating income 
remaining after expenses, despite the fact that such net operating income (reflecting 
the rapid and persistent decline in rates of earnings in the face of a continuing 
tendency for current expenses to rise) fell every year to 1941 from the 109.3 million 
dollars in 1930 and only recovered to 69.8 million dollars in 1945. In fact, the loss 
equalled almost one fifth of the net operating income over the entire 15 year period. 
Disregarding year to year fluctuations, the remaining four fifths was available for 
payment of dividends and for maintaining surplus, which stood at 8.5 per cent of 
deposits in 1930. The remainder was less than the average percentage distributed in 


™No breakdown is available for losses on different classes of securities, although it is known that 
losses on U. S. Governments (excluding the charge-off of premiums omitted in the calculation) were 
negligible, with the loss ratio on rails higher and that on public utilities lower than the average for all 
securities. The statistical record of U. S. Governments was aided by profits realized on such obligations. 





Mutuat Savincs Banks 103 


dividends during the 1920’s and far below the go per cent paid out in 1930. Thus 
the dollar amount of dividends paid fell off sharply until 1941, and the average rate 
paid fell every year during the entire period, from 4.73 per cent of deposits in 1930 
to 1.77 per cent in 1945. By thus sharply increasing retained earnings at the ex- 
pense of dividends, in the face of persistently falling net income, the savings banks 
succeeded in showing net additions to their surplus accounts which somewhat more 
than matched their growth in deposits, while covering out of the earnings all the 
losses which developed in their assets. Only by limiting dividend disbursements to 
864.7 million dollars out of their net operating income of 1,190.7 million dollars, 
were the Massachusetts savings banks enabled to cover their net losses of 238.1 million 
dollars, yet increase their surplus to 9.73 per cent of deposits. 

Savings banks have at times been criticized—as have other lenders—for not pur- 
suing more liberal loan and investment policies in the depression. It is claimed that 
their standards were too severe and that the lack of loan and investment expansion 
in those years aided in prolonging if not intensifying the depression. The best 
answer to this attack is given by the above figures. No individual institution, con- 
scious of its trusteeship to its depositors and faced with possible lack of new money, 
falling security prices, and mounting loan delinquencies, can act other than as the 
savings banks did. Countercyclical policy is a matter for concerted, not individual 
action. 

The year 1945 represents the low point of savings bank investments in forms 
other than United States Governments. Thereafter, the rapid expansion of the public 
debt halted, while there was a substantial decline in the outstanding volume of 
middle and long-term issues in which savings banks are interested for investment. 
Gone, also, was the opportunity for profits in the Government bond account. More- 
over, the drop in the price of long-term Governments on two occasions—the close 
of 1947 and the spring of 1951—when Federal Reserve support slackened, changed 
the disposition of many bankers to regard long-term Governments as a good second- 
ary reserve. Over the recent 5 year period, therefore, savings banks have concen- 
trated on private obligations. Over two thirds the gain in assets, or 3.8 billion 
dollars, has found its way into mortgages, increasing them to 8.0 billion dollars, or 
36 per cent of assets, from the low of 24 per cent in 1946. Corporate obligations 
also almost doubled, reaching 2.3 billion dollars or 10 per cent of assets in 1950. 
Utilities more than doubled, with a gain of 470 million dollars, and rails did not 
quite double, with a gain of 400 million dollars, so that holdings of each now 
equal 865 million dollars, or 4 per cent of assets. Bank stock holdings rose by about 
50 per cent but municipals fell more than 50 per cent. Meanwhile, holdings of 
United States Governments rose 200 million dollars to 10.9 billion dollars, but the 
proportion of assets represented declined to 49 per cent in 1950 from the peak of 63 
per cent reached in 1946. 
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The situation of the mutual savings banks at mid-1951 may be summarized briefly 
as follows: 


(1) After a lag beginning in mid-1950, despite sharp competition from other 


(2) 


(3) 
(4) 


(5) 


(6) 


classes of institutions, new money has resumed its flow in substantial 
volume into the banks. 

With the decline in the volume of new construction, the available supply 
of mortgages has fallen. The amount of new lending by the banks has 
declined somewhat in recent months, having been maintained by the 
large volume of their outstanding commitments. 

New corporate issues—for example, those of public utilities—have attracted 
some attention as an outlet for funds. 

The pace of the decline in the banks’ holdings of United States Govern- 
ments has slackened. Reliance had been placed upon such issues to 
provide funds to take advantage of attractive investment opportunities in 
other fields, but the sharp drop in prices of long-term Governments when 
Federal Reserve support was relaxed in the spring of 1951 forced some 
institutions with heavy mortgage commitments to take losses on some of 
their Governments, hence tended to “freeze” the United States Govern- 
ment bond holdings of many institutions. 

The voluntary credit restraint program and legislation in reference to 
terms on mortgages, is influencing the supply of new investments, as is 
the entire defense program with its rechanneling of economic activity. 

The inauguration of federal taxation, effective January 1, 1952, on the 
income of mutual savings banks remaining after payment of interest- 
dividends to depositors and after building up of surplus and reserves to 
specified levels, may well help to alter greatly the composition of the 
banks’ portfolios. For one thing, greater attention than heretofore may be 
given to tax exempt securities such as state and municipal obligations. 
More important, the interest of savings bankers in the expansion of the 
legal list may be stimulated, in order to increase their earning power. 
Particular attention may well be directed towards general admission of 
a moderate amount of equities, perhaps under some such limits as are 
applicable to life insurance companies, both because of their attractive 
yields and because of the low effective rate of tax applicable to dividends 
paid on them. Only 15 per cent of the dividends received by a corporation 
from another taxable corporation are taxable, so that the actual rate 
payable by a bank on the income received from its holdings of equities is 
only 7.8 per cent, in contrast to the regular corporate rate of 52 per cent 
applicable to income derived from interest on loans and non-tax-exempt 


bonds. 
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(7) Should those savings banks with adequate surplus (where required, with 
the approval of their supervisors) increase the rate paid their depositors, 
the inflow of funds to the banks might well be accelerated, and their own 
pressure for additional investment outlets be reenforced. But various 
matters in connection with the tax remain to be clarified and the complete 
effects cannot be clearly foretold at this time. 


TABLE 1 


Principal Forms oF Assets Hetp sy Murua. Savincs Banks 
December 31, 1950 
(Dollar amounts in millions) 





Amount | Per Cent 





Real Estate Financing: 
Mortgage loans... .. 
Other real estate (acquired under foreclosure, etc.).............00 000 eee 
Other Loans: 
Personal and collateral loans 
Loans to municipalities and corporations 
Securities: 
Bonds: 
Government: 
U. S. Gov’t, direct and guaranteed... .............00 0c eee eee 
Canadian and foreign government 
State and municipal 
Corporate: 
Railroad, including terminals and equipments 
Public utilities, including electric, gas, water, telephone, and 
NN EL UNOa 6 wcare G15 AA ee oars sa eR eK Wane ade heed oe ; 
Industrial 
Nat a See oo irk he NOS piss es CER SSW NSN SS Bab ow eealee 
Stocks: 


$ 8,017.7] 35. 
7.6 ; 


91.4 
29.5 


Acquired to settle debt and under agreement 
Facilitating: 
Cash on hand and in banks 
Banking house, including furniture and fixtures 
Investment in deposit insurance funds, ete 
Other, including advances for taxes and insurance, and interest accruals. . .. 











$22 ,424.4 





*Less than 44 of 1 per cent. 
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TABLE 2 


Summary oF MortcacE Loan ExperiENcE oF MAssACHUsETTs Savincs BANKs ON 
MortcacEs OuTSTANDING IN SPECIFIED PERIODS 





Average Losses on Foreclosed 
Average Gross and Outstanding Mortgage Port-| Net Return on Mortgage Port- 
Period Return folios Taken During Period As a/folios After Allowing for all Losses 
Per Year % of Average Portfolio and Costs* at t 0. 4% Per Ye ear 


1907-25... : | 0.02% 
1926-45... ‘19% 0.87; 
1931-45... 96% 1.16%, 








° Acquisiti on and servicing. 
Source: Computed by Lrnrner, op. cif. supra note 6, at 308 (table 40), from ANNuaL Reports, CoMMISSIONER OF BANKS, ComMON- 


WEALTH OF MaSsaCHUSETTS. 


TABLE 3 


Prorir AND Loss on Asset Accounts IN Massacuusetts Savincs BANKs: 1931-1945 
(In millions of dollars) 





Gross 
Charge-offs | Profits and | Adjustments 
and Losses _ Recoveries for Reserves | | 


Fosncleeed Real Estate F $169. 7 


Other Real Estate Mortgages’....... 


Subtotal: Real Estate Mortgages 


Other Loans® 
iE i Ne a 6g Sara ib o oisid-s 
Miscellaneous 


Total Allocated Losses 
Plus: Losses Charged Directly to Guaranty Fund. 




















1Published data in the Commissioner's Reports indicate that a total of 7.1 million dollars of reserves set up to cover losses were re- 
turned to the profit and loss account. Unpublished data in the Commissioner's office indicate that 3.3 million dollars of such unused 
reserves had been originally established for foreclosed real estate. Exact figures are not available for the unused reserves set up for losses 
on unforeclosed real estate-mortgages and on securities, so that the allocation of the remainder had to be somewhat arbitrary. The figures 
given, however, appear to be reasonable in view of the known fact that most of such reserves were carried in connection with real estate 
accounts. 
2This entry recognizes the fact that substantial amounts of losses taken on properties in foreclosure were charged against reserves 
originally set up against the loans before foreclosure proceedings were instituted. As a result, the losses on foreclosed real estate shown in 
the capital section of the income statement were less than those shown in the reconciliation of the foreclosed real estate account, also 
pee annually in the Commissioner's Reports. For the 15 years as a whole this difference amounted to 2.5 million dollars, which 
correspondingly been added to the losses on foreclosed real estate otherwise indicated in the capital section of the income statement. 
8The Commissioner's Reports do not segregate losses on real estate loans (apart from those incurred in foreclosure) from those taken on 
all other loans. It is known, however, that most of the losses on other loans were taken quite early in the depression while most of the 
losses on real estate loans were not taken until the recovery was well under way. The data given in the table are based on the assumption 
that both gross losses and profits and recoveries on non-real estate loans over the 15-year period were equal in amount to the charge-offs 
and recoveries shown for all loans in the years 1931-1935 inclusive; and that gross losses and recoveries on all real estate loans not in fore- 
¢ osure for the entire 15 years were equal in amount to the corresponding entries for all loans in the years 1936-1945 inclusive. 
¢ ‘During the period covered, most banks po the practice of immediately writing any securities purchased at a premium down to 
par. The amounts of such premiums charged off are separately reported and have been excluded from gross charge-offs and losses, and 
correspondingly deducted from reported profits and recoveries. 
5This item was determined from the published reports as the difference between (a) the sum of the guaranty fund at the beginning of 
the year and reported transfers into the fund during the vear, and (b) the sum of the guaranty fund reported at the end of the year and 
reported transfers from the fund during the year. Such differences appeared in the six years 1931-1936 and in 1938. 
Source: Lintner, op. cit. supra, note 6, at 252-243 (table 30), based upon ANNUAL Reports, Commissioner oF Banks, COMMON- 
WEALTH OF MASSACHUSETTS. 
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TABLE 4 
Leapinc Ciasses or Assets oF Mutua Savincs Banks, Dec. 31 oF SELecTED YEARS 





1920* | 1931 | 1940 | 1945 | 1950 
—_—— | ———_—__ oe ——_— |__| —E eo 


A. Actual Amounts (000,000 omitted): 
$ 235.5 ‘ 382.6 |$ 954.9 |§ 606. 


Cash 2 
U. 8. Gov’t obligations 899.2 709.0 | 3,193.4 10,649.5 
Other securities 1,881.8 / 3,527.0 2,040.1 1,200.9 
IN ona ik Cees 2,327.4 5,887.9 4,836.3 4,202.1 
Other real estate 40.7 76.1 562.2 36.8 


Total $5,780.4 | $11,018.3 | $11,916.4 | $16,962.3 | $22,424.4 





B. Percentage Distribution 
: 4.1 3.é 8.0 ] 3. 3.6 
U. S. Gov’t obligations 15.6 5. 26.8 32.8 
Other securities 32.6 32. ied 
40.3 3. 40.6 
oa ‘ 4.7 
100.0 100.0 | 100.0 
C. Principal Sources and Uses of Funds During These Periods (000,000 omitted) : 














1921-31 93: 1941-45 1946-50 
Sources Uses J Sources J Uses 


h +$147.1 3|— $348.71... +$190.9 
U. S. Gov't 


obligations 2 ha ieee 238.5 
Other securities. . 345 . 3 5. — 839.2 1,124.5 
Mortgages 3,56 5 — 634.2 3,815.6 
Other real estate. é ; — 525.4 

Total Assets. . 37. 98. +5,045.9 


— 





























*Estimated. **Less than 34 of 1 per cent. 








LENDING AND INVESTMENT PRACTICES OF 
COMMERCIAL BANKS* 


Gerorce W. CoLtemMant 
I 


The investment and lending practices and policies of the commercial banking 
system change relatively slowly. Standards and practices which have proved suc- 
cessful in making loans to finance the production of goods and services or in invest- 
ing funds in governmental and corporate securities continue to be utilized. Fre- 
quent modifications of lending practices are not needed since the financing needs 
of business and industry change slowly. Some change is, however, discernible. Some 
successful lending practices have been adapted to meet the new financing needs of 
industry and commerce. In some cases, new techniques of lending have been devised 
in order to extend credit to finance new types of business. The terms and conditions 
under which certain types of loans can be made have been altered by federal or state 
legislation. Recently, the laws have been modified to permit banks to invest in en- 
tirely new types of securities, ¢.g., World Bank Securities. Moreover, the existence 
of a large public debt has changed markedly the investment policies of the com- 
mercial banking system. Changing tax policy has also influenced trends in invest- 
ment practices. 

For the purpose of analyzing the contemporary trends in the lending and invest- 
ment practices of commercial banks, the end of World War II can be taken as a 
convenient date from which to start. It would, however, be incorrect to imply that 
the policies and practices discussed in the following pages are “new,” that is, de- 
veloped and employed for the first time since the end of the war. These lending and 
investing practices are discussed because they are being employed by more and 
more commercial banks. It should be emphasized that they supplement the older 
and better known methods; they have not replaced them. 

The lending and investment practices and policies of the commercial banking 
system have been influenced by the postwar monetary and fiscal policies followed 
by the Treasury Department and the Federal Reserve System. It is, therefore, im- 
possible to discuss contemporary trends in lending and investment policies without 
referring to the policies followed by the central banking system and the Federal 
Government. It is equally impossible to discuss these policies at length since they are 
beyond the scope of this paper.’ 


® Statistics in this article ‘have been prepared by Eugene M. Meentemeyer. 

+ Economist, Mercantile Trust Company, St. Louis, Mo. Formerly Assistant in Economics, Wash- 
ington University, St. Louis, Mo. The opinions expressed herein are those of the author. 

* This subject has been discussed in the Annual Reports of the Federal Reserve Board of Governors 
and in hearings before the various Congressional Committees. 
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Contemporary trends and developments in the lending and investment practices 
of commercial banks can best be described by tracing the history of commercial 
banking in the postwar period. The second and third sections of this paper, there- 
fore, analyze the statistics available showing developments in the loans and invest- 
ments of the commercial banking system. The fourth section is devoted to a dis- 
cussion of some of the new types of loans which have been used widely since the 
end of the war and some legal aspects which have influenced the making of such 
loans. As was stated earlier, the lending practices of commercial banks in the 
postwar period have been influenced by banking legislation. The fifth section is, 
therefore, devoted to a discussion of the changes in laws, mainly federal laws, which 
govern lending and investment practices. The sixth section is devoted to a summary 
of the main currents in commercial banking in the postwar period, while in the 
final section reference is made to some proposals which may influence the com- 
mercial banking system in the future. 

II 

The financing of World War II resulted in a rapid expansion of bank credit.? 
From June 30, 1940 to December 31, 1945 the Federal Government spent about 380 
billion dollars. Of this, 153 billion dollars came from taxes and the remainder was 
borrowed; 133 billion dollars was borrowed from investors, and the rest—more than 
95 billion dollars—was borrowed from commercial banks and the Federal Reserve 
banks. Thus, about 4o per cent of the Government’s expenditures was raised by 
taxes while the remainder was borrowed. Total loans and investments of all com- 
mercial banks rose from 40.7 billion dollars at the end of 1939 to 124 billion dollars at 
the end of 1945. During that period loans rose from 17.2 billion dollars to 26.1 billion 
dollars, and a substantial part of this increase resulted from V loans and loans to 
finance the purchase of United States Government securities. United States Gov- 
ernment securities held by commercial banks rose from 16.3 billion dollars to 90.6 
billion dollars. 


Tora Loans AND INVESTMENTS OF ALL COMMERCIAL BANKS 


(In millions of dollars)* 





INVESTMENTS 


Date Loans U. 8. Government Other 
Securities Securities 
124,019 26 ,083 90,6 7,331 
or 31, 113,993 31,1: 8.091 
December 31, 1947....... 116,284 é 49, 9,006 
December 31, 1948. ...... 114,298 ‘ 32 6: 9,189 
December 31, 1949....... 120,197 y 5 10,227 
December 31, 1950...... 7 126 675 a 12,399 


*37 Fev. Res. Buwv. 527 (1951). 


December 31, 1945 

















? The data included in this section, as well as the following section, are based upon information 
contained in the Annual Reports of the Board of Governors of the Federal Reserve System and the 
Federal Deposit Insurance Corporation. 
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During the early part of 1946, the steady expansion of bank credit came to a halt. 
The Treasury reduced its budgetary deficit substantially and used the large balance 
accumulated in the Victory War Loan Drive to pay off bankheld debt. Since then, 
with an interruption in 1948, commercial bank credit has steadily increased. The 
defense program undertaken after the beginning of hostilities in Korea has resulted 
in a further expansion of loans. 

The table shows what has happened to commercial bank loans and investments 
since the end of the war. From the table it is clear that the postwar period has 
been characterized by a tendency to shift funds from investment in United States 
Government securities into loans. While this tendency is significant, equal im- 
portance must be attached to the shifts in the types of loans and investments made 
in the postwar period. 

In order to show what the lending activities of the commercial banking system 
have been since the end of the war, it is necessary to examine trends in the various 
kinds of loans. The most comprehensive information concerning the various types of 
loans is available from data covering the member banks of the Federal Reserve 
System. Almost one-half of the commercial banks in the United States are mem- 
bers of the Federal Reserve System and these banks hold about 85 per cent of the 
total loans and investments of all commercial banks. Consequently, statistics of the 
member banks probably reflect fairly accurately the trends of the whole banking 
system. In certain cases the Federal Deposit Insurance Corporation has compiled 
data covering all insured banks and this information has also been used. 

Released from wartime restraints, industries producing goods for the civilian 
market expanded rapidly and bank loans rose commensurately. By the end of 1946 
total loans of all commercial banks amounted to 31.1 billion dollars—the highest 
level reached since 1930. In 1946 member bank loans to business and industry had 
risen more than 4 billion dollars, or more than 50 per cent. Commercial banks also 
engaged in extensive lending on mortgages. During 1946, non-farm mortgages 
under $20,000, recorded, totalled 10.6 billion dollars of which 2.7 billion dollars were 
recorded by commercial banks. Commercial bank loans on farms also expanded. 

The vigorous expansion in bank loans continued in 1947, and by the end of that 
year two new records had been established. In 1947 bank loans expanded 7 billion 
dollars, and at the end of the year total commercial bank loans exceeded the figure 
reached at the end of 1929. 

Loans to commercial and industrial borrowers increased by almost the same 
amount that they had increased in 1946. Thus, in the first two postwar years loans 
to commerce and industry had almost doubled. While normal working capital 
requirements accounted for a part of the increase in loans, a great part of the increase 
in business loans resulted from the financing of a large volume of plant and equip- 
ment expenditures. The higher price level also accounted for a part of the increase. 


*Hovstnc Statistics 22 (Housing and Home Finance Agency, Washington, D. C., 1951). 
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Urban real estate loans also expanded as banks continued to handle a substantial 
volume of home mortgages. At the end of 1947 urban mortgage loans of insured 
banks totalled 8.5 billion dollars, slightly more than 25 per cent of all loans. More- 
over, the commercial banks handled a slightly larger volume of total mortgages 
under $20,000, recorded. 

Consumers also utilized bank credit to finance the purchase of durable con- 
sumers’ goods. These loans were largely for the purchase of automobiles and house- 
hold appliances as well as for the repair and modernization of existing dwellings. 
The sales finance companies also borrowed funds to finance the expanding volume 
of consumer borrowing. Loans for the purchase or carrying of securities declined 
additionally in 1947. At the end of 1945 loans for this purpose had totalled more 
than 6.7 billion dollars. Individuals, corporations, and institutional investors had 
borrowed heavily in order to purchase United States Government securities in the 
Victory Loan Drive occurring near the end of 1945, and these loans were liquidated 
in the succeeding years. During 1946 this total was cut in half and by the end of 
1947 there was a further decline of about 1 billion dollars. During 1946 a 100 per 
cent margin was required for the purchase or carrying of listed securities. This 
margin requirement had been established on January 21, 1946. On February 1, 1947 
the margin requirements were reduced to 75 per cent. 

Total loans of commercial banks continued to expand in 1948 although the in- 
crease was not so great as in 1947. During that year business loans declined less 
than seasonally in the first half of the year and then began to rise rather sharply. In 
the last quarter of 1948 loans to business remained relatively stationary. For the 
entire year bank loans to business increased only 0.7 billion dollars. This increase 
tended to be concentrated in the New York City and the Southwest and Pacific 
Coast regions. Bank loans to business did not rise so much as in previous years 
because business was able to borrow a large amount of funds from insurance com- 
panies, from the capital market, and from other non-bank sources. A declining price 
level also reduced the demand for bank credit. 

Banks were not so active in 1948 in lending money to real estate owners. As a 
result, real estate loans increased only 1.4 billion dollars. Loans to consumers con- 
tinued to advance rapidly until the Federal Reserve Board re-imposed Regulation W 
in September, 1948. Loans by banks accounted for nearly one-half of the increase in 
the volume of loans made to consumers in that year. 

Agricultural loans had not in the preceding two years increased by any sizable 
amount but this was not true in 1948. In that year the total agricultural loans of 
insured commercial banks rose from 1.6 billion dollars to 2.8 billion dollars. This 
increase resulted from the sharp decline in the prices of agricultural commodities 
which occurred in 1948. The banks loaned money to the farmers to carry these 
commodities; these loans were guaranteed by the Commodity Credit Corporation. 

In order to restrain inflationary tendencies, Congress in August, 1948 authorized 
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the Board of Governors of the Federal Reserve System to increase the reserve require- 
ments of member banks. This authority was granted only on a temporary basis and 
it expired on June 30, 1949.4 Under this authority the Board was authorized to 
increase the required reserve against time deposits of all member banks to 7.5 per 
cent. At the same time the Board was authorized to increase the required reserve 
against demand deposits to not more than 30 per cent for central reserve city banks, 
24 per cent for reserve city banks, and 18 per cent for all other member banks. In 
September the Board of Governors raised the required reserve against time deposits to 
the maximum amount—7.5 per cent. In the same month the reserve requirements of 
member banks against demand deposits were raised two percentage points. Country 
banks were required to carry a 16 per cent reserve against their demand deposits 
while reserve city banks were required to carry a 22 per cent reserve. The central 
reserve city banks experienced an increase in their reserve requirements to 26 
per cent. At no time did the Board of Governors increase required reserves by the 
full amount allowed by the Joint Resolution. The same Joint Resolution authorized 
the Board to re-impose controls on the financing of the purchase of durable con- 
sumers’ goods. 

In the first half of 1949 business activity declined quite sharply and the volume 
of bank loans made to commercial and industrial borrowers also declined. In the 
latter half of the year, however, a rapid expansion began and bank loans rose sharply. 
While they did not recover all the volume lost, they were, at the end of the year, 
more than goo million dollars above the low reached early in August. 

In part, the decline resulted from a liquidation of inventories and a lower level 
of industrial activity, and many borrowers again obtained funds from the private 
and public flotation of securities. 

In the first half of the year loans to consumers were limited by Regulation W. 
The Federal Reserve Board liberalized the terms governing consumer installment 
financing in March and again in April. The Regulation expired June 30, 1949. In 
the last half of the year loans to consumers rose sharply. For the year, total install- 
ment indebtedness increased 2.3 billion dollars. The consumer loans made by all 
insured commercial banks advanced in that year 1.2 billion dollars. 

For the entire year 1949 the volume of real estate lending was nearly equal to the 
level reached in the preceding two years. The larger part of the activity in 1949, 
however, was concentrated in the last half of the year. As a result, total real estate 
loans advanced during the year, increasing almost 700 million dollars to 11.4 billion 
dollars at the end of the year. 

At the end of 1949 the total loans of all banks in the United States and possessions 
amounted to more than 49.8 billion dollars. Of these loans 36 per cent were real 
estate ones while 34 per cent were commercial and industrial. The next largest 
category was other loans to individuals, principally consumer loans, which accounted 


*62 Srar. 1291 (1948), 12 U. S. C. $462(c) (Supp. 1950). 
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for 16 per cent of all loans. On that date commercial banks held loans partially 
guaranteed by various agencies of the Federal Government amounting to 8.1 billion 
dollars, the guaranteed portion of which was 5.9 billion dollars. Of the guaranteed 
loans, real estate loans accounted for the largest part. These loans totalled 5.6 
billion dollars and the guaranteed portion was approximately 4.2 billion dollars. 
The guaranteed real estate loans were almost equally divided between loans guar- 
anteed by the Federal Housing Administration znd loans guaranteed by the Vet- 
erans Administration. Almost the entire amount of F.H.A. loans held by the com- 
mercial banks was guaranteed but slightly less than half of the total amount of the 
GI loans was guaranteed. Farm loans, of course, was the next largest category of 
guaranteed loans. The banks held approximately 1 billion dollars of loans totally 
guaranteed by the Commodity Credit Corporation.® 

Loans to farmers advanced in 1949 nearly 200 million dollars, about half of which 
was represented by loans directly guaranteed by the Commodity Credit Corporation. 
Loans for the purchase and carrying of securities increased about 300 million dollars 
in 1949. 

Nineteen fifty was a critical year in the field of commercial banking. In the first 
half of the year business activity expanded and total bank loans of all commercial 
banks increased 1.6 billion dollars. The outbreak of the Korean war, almost at mid- 
year, stimulated a very rapid expansion in business activity. Consumers, retailers, 
and manufacturers all bought heavily in anticipation of higher prices and restrictions 
in production. In the last half of the year bank loans expanded sharply. 

Business borrowing at the banks in the first half of 1950 declined as usual, but 
because business activity was increasing, the decline was less than seasonal. In the 
last half of the year loans to business expanded rapidly to permit borrowers to carry 
inventory and to purchase agricultural commodities. In 1950 the commercial banks 
loaned 1.2 billion dollars to consumers on an installment basis to finance the pur- 
chase of automobiles, home appliances, and similar items. This was about half 
the increase reported in this type of credit. Commercial banks expanded their 
holdings of home and other real estate mortgages by more than 2 billion dollars in 
1950 to reach a new peak of 13,5 billion dollars. At the end of the year the com- 
mercial banks held about 25 per cent of all the real estate mortgages held by insti- 
tutional investors. 

The accompanying table® shows the trends in the principal types of loans of all 
banks in the United States and possessions for the first 6 postwar years. 

In the first part of 1951 total loans of the weekly reporting member banks ex- 
panded. The expansion in real estate loans was relatively small as was the case 
with loans for the purchasing and carrying of Government securities. Commercial 

® AnNuAL REPORT OF THE FEDERAL Deposit INsuRANCE CORPORATION FOR THE YEAR ENDED DECEMBER 


31, 1949 35. 
*1Id., 1950, at 38. 
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PrincipaL Types oF Loans OF ALL BANKS IN THE UNITED STATES AND PossEssIONs, 
DECEMBER, 1945-1950 





Com- Agri- 
All mercial cultural For Other 
December 31 loans and excluding Real carrying | loans to 
gross industrial | real estate estate | securities | individuals 





Amount 
(In millions) 
$61,638 | $22,068 926 $21,925 2,882 | $10,243 
50,615 | 17,195 | 3,07 18,350 *658 83159 
49/090 | 19,055 | 2,89: 708 6,960 
18,295 56 ; 5,791 
14,237 x ‘ 4,109 
36 6,827 2,419 


Percentage 
distribution 
16.6% 
16.1 
14.2 
13.4 
11.5 
7.9 





























Gross loans include valuation reserves. 


loans did not decline seasonally. On the other hand, they expanded sharply through 
the first quarter to reach at least a temporary plateau. 

At the end of July, 1951 commercial, agricultural, and industrial loans began to 
rise seasonally. By the end of August they had reached 19.4 billion dollars, an increase 


of more than 500 million dollars. 
Ill 

The investment policies of the commercial banking system have undergone some 
change in the postwar period. During the war, the commercial banking system 
invested large amounts of money in United States Government securities in order to 
provide funds to finance the high level of wartime expenditures. In the postwar 
years the policy of investing in Government securities was reversed, and the banking 
system sold securities in order to secure funds to lend to business and individual 
borrowers. 

In 1946 the most significant development in bank investment policy was the 
sharp decline in the volume of Government securities held by the commercial banks. 
It has already been noted that the Victory Loan Drive ended late in 1945 and the 
Treasury had accumulated large balances as a result of that drive. Since these 
funds were not needed to finance war expenditures, the Treasury employed them to 
reduce the volume of the public debt outstanding. Thus, from the end of 1945 to 
the end of 1946 the total public debt was reduced from 278 billion dollars to 259 
billion dollars. This decrease resulted in a decline of 22.5 billion dollars in the 
General Fund. Apart from the redemption of these holdings, banks also sold 
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Government securities in order to restore their reserve positions and to obtain funds 
to meet demands for loans. Late in the year there was some upward pressure on 
rates. 

In May, 1946, the Federal Reserve System terminated the preferential discount rate 
on advances to member banks secured by Government securities maturing or callable 
within one year. This preferential rate of /, of 1 per cent had been established as a 
wartime measure in October, 1942. The Federal Reserve Board abandoned this 
policy in order to restrain credit expansion. 

The long-term market was characterized in the spring of 1946 by a sharp decline 
in the yield of Government securities. Immediately after the close of the Victory 
Loan Drive, the Victory 2-'!4 per cent bank-restricted issue of December, 1967-72 
began to rise in price. In April the price had reached 106-!4; at this price the yield 
to the call date was 2.12 per cent. From that date the yield rose. At the end of the 
year it had reached 2.32 per cent. The intermediate securities followed a similar 
pattern, and corporate securities also followed this pattern, but by the end of the year 
the “spread” between the yields on corporate securities and yields on long-term 
Government securities had widened slightly. 

In 1947 Treasury operations also influenced bank investments. In that year 
the Treasury had a surplus, the first Treasury surplus since 1930. This surplus 
was used to reduce the public debt, and the sale of non-marketable securities pro- 
vided a sufficient volume of funds to reduce the marketable public debt from 177 
billion to 166 billion dollars. During 1947 commercial bank holdings of United 
States Government securities declined 6 billion dollars. These sales were necessary 
to restore reserves and to finance an expanding volume of loans. 

Interest rates were permitted to rise still further in 1947. At mid-year the Federal 
Reserve System discontinued the practice of buying and selling Treasury bills at a 
fixed rate of % of 1 per cent. This policy had been adopted in 1942. The rate 
on Treasury bills began to rise slowly thereafter. The certificate rates increased 
late in the year. On December 24, 1947 long-term Government bond prices were 
permitted to decline sharply, although the 2-4 per cent rate on the longest ineligibles 
was maintained. 

Nineteen forty eight closely paralleled 1947. Once again the commercial banks 
disposed of Government securities to restore reserve balances and to finance an ex- 
pansion in loans. Since reserve requirements were increased, the member banks were 
forced to sell United States Government securities in order to secure funds to meet 
the higher reserve requirements. A change in the holding of Government securities 
also occurred. The banks tended to shift to shorter-term securities. The funds re- 
ceived by the banking system from the redemption of maturing bonds were re- 
invested in certificates and short-term notes. There was also a tendency to sell 
longer-term bonds and purchase Treasury bills. Again in 1948 there was a tendency 
for interest rates to rise. 
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Bank investment in 1949 was influenced by a variety of forces. Reserve require- 
ments were reduced thus releasing funds for investment. The monetary policies of 
the Federal Reserve System attempted to force rates lower and to provide funds 
for private borrowers in order to stimulate private business. But near the end of the 
year it was apparent that economic recovery had begun and a policy of neutrality 


toward interest rates was adopted by the Federal Reserve System. 

In 1950 the commercial banks continued to sell securities from their Government 
bond portfolios in order to obtain funds to meet expanding private loan demands. 
The banks sold 5 billion dollars, 4 billion dollars of which was sold in the last half 
of 1950. Non-bank investors provided a market for these securities in the first half, 
but in the last half the Federal Reserve System was the major purchaser. 

Another development of importance occurred in the investment policy of com- 
mercial banks. In 1950 these banks acquired more than 2 billion dollars of state 
and local government securities. At the end of the war “other securities,” mainly 
state and local government securities, had totalled 7.3 billion dollars. The following 
table showed the trend in holding of these securities. 


December 31, 1946 $ 8.1 billion 
December 31, 1947 9.0 billion 
December 31, 1948 9.2 billion 
December 31, 1949 10.2 billion 
December 31, 1950 12.4 billion 


The purchase of these municipal securities had provided a large part of the funds 
raised by state and local government to finance a variety of postwar projects. In 
1950, however, some banks purchased municipal securities because these securities 
are “tax free” and in a period of rising corporate income taxes and excess profits 
taxes an advantage accrued from their purchase. 

In 1950 the interest rate structure moved irregularly higher. Money rates had 
been eased in 1949 as the result of actions by the Federal Reserve System, but the 
apparent business recovery resulted in the adoption of measures designed to curb 
credit expansion and raise rates to commercial borrowers. In August, 1950 the 
Federal Reserve System, viewing with concern the expansion of bank credit, under- 
took a series of measures designed to increase the cost and to restrict the availability 
of bank reserves. The re-discount rate was raised from 1-4 to 1-34 per cent. That 
same month the Federal Reserve System changed its policy with regard to the 
Government bond market and ceased to maintain a money market in which the 
Treasury financing could be done at low rates. 

In August the Treasury announced that Government securities maturing in 
September and October would be refunded in 13-month 1-4 per cent notes. The Fed- 
eral Reserve Open Market Committee purchased more than 8 billion dollars of 
these maturing securities in order to insure the success of the refunding operation, 
but at the same time the Federal Reserve System sold other securities at slightly 
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higher yields. One result of this policy was the establishment of higher interest 
rates for Government securities and higher interest rates for commercial borrowers. 

Early in March, 1951 the Treasury and the Federal Reserve System reached an 
agreement on policies designed to minimize the monetization of the public debt. 
The Treasury refunded the longest-term ineligible bonds into non-marketable securi- 
ties. The Federal Reserve System limited its purchases to short-term securities and 
yields on Government securities rose. In May the Treasury declined to “call” the 
2 per cent bonds of September 1951-53, and rates on Treasury bills rose. One result 
of these policies was that holders of Government securities were more unwilling to 
sell them, and the long-term money market was relatively “tight” at mid-year. 

IV 

As was stated earlier, in the last few years business has been undergoing changes 
and it required new types of financing. Among these new techniques are V loans, 
term loans, “stand by” commitments, revolving credit loans, accounts receivable 
financing, equipment financing, and consumer credit loans. In addition, the federal 
laws were changed in such a manner as to make additional types of real estate mort- 
gages available for bank investment. 

In 1940 Congress passed the Assignment of Claims Act.’ The objective of this 
Act was to facilitate the extension of credit to contractors and sub-contractors engaged 
in the production of military equipment. At that time government contracts were 
not assignable and apart from these contracts many small contractors had little se- 
curity which would have been satisfactory collateral for a bank loan. This law was 
vital to the success of the V Loan Program. 

During World War II the Federal Reserve banks acted as agents for the 
War and Navy Departments and the United States Maritime Commission in guaran- 
teeing war production loans. More than 10.5 billion dollars of war production loans 
were guaranteed in the period April, 1942 to May, 1946.5 “The guarantee consisted 
of an agreement made in advance of each loan, by which the procurement agency 
that required the particular production obligated itself to take over a specified portion 
of the credit risk at any future time, on demand of the bank or other commercial 


lending institutions that had made loans with its own funds.”® Later, the program 


was amended so that a borrower could arrange in advance to obtain the use of most 
of his working capital immediately upon the cancellation of the contract and before 
final settlement. These were called VT loans, and still later the Board was per- 
mitted to make termination loans, generally called T loans. 

Within the last few years, however, the Comptroller-General made several rulings 
which limited the effectiveness of the Assignment of Claims Act. A provision had 
been incorporated into many of the contracts stating that the contractor agreed to 
repay any sums received if it was later determined that the price charged was 


™54 Star. 1029 (1940), 31 U. S. C. §203, 41 U. S.C. §15 (1946). 
* Susan S. Burr anv ExizanetH B. Serre, A Statistica, Strupy or Recutation V Loans 3 (1950). 
* AnNuAL REPORT OF THE BoaRD OF GOVERNORS OF THE FEDERAL RESERVE SysTEM 32 (1945). 
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excessive. The Comptroller-General ruled that under this provision amounts in 
excess of the revised contract price might be withheld or, if already paid, recovered 
from the assignee. 

Strictly interpreted, this ruling is correct since the assignee normally has no more 
rights than the assignor. This ruling, however, made it extremely difficult for a lend- 
ing agency to finance defense contracts. It meant that a bank, for example, might 
be subject, long after the termination of a loan, to a claim for repayment of 
funds which had been received in good faith. 

Sometime later the Comptroller-General issued another ruling that interfered 
with the defense loan program. The Assignment of Claims Act provided that claims 
under assigned contracts were not to be subject to any offset for claims arising 
independently of the contract. The Comptroller-General, however, ruled that unpaid 
social security and withholding taxes, renegotiation liabilities, and similar items did 
not arise independently of the contract. Consequently, these claims could be offset 
against claims made by the assignee bank. 

These decisions probably caused many banks to refuse to make loans for the 
production of “defense” goods where contracts were to be assigned as security. The 
Federal Reserve System amended the standard form of guarantee agreement under 
the V loan program by recognizing such claims as “losses on the loan,”?° but Congress 
amended the Act, effective May 15, 1951,'' to provide relief against these rulings. 
Payments received by assignees since July 1, 1950 are not recoverable. The Gov- 
ernment, however, retains the right to make claims against the contract assignor or 
deduct from subsequent payments under the contract amounts determined to be ex- 
cessive. The amendment states further that renegotiation claims, fines, penalties, 
and unpaid taxes arise independently of the contract, and claims of this nature can- 
not be offset against payments due under the contract.!? 

The V loan program has been revived as a method of financing the production 
of military goods. Section 301 of the Defense Production Act of 1950'* authorized 
the Federal Reserve banks to guarantee loans in a manner similar to that of the 
original V loan program. The number of guaranteeing agencies has, however, been 
considerably enlarged. Now, the Departments of Army, Navy, Air Force, Com- 
merce, Interior, and Agriculture, the General Services Administration, and the 
Atomic Energy Commission may act as guaranteeing agencies. Briefly, the program 
functions in this manner. If a defense contractor requires financing in order to 
carry out the terms of his contract, he makes application to his local bank for a 


loan. The local bank, if it does not wish to carry the entire loan itself, may make 
application to the Federal Reserve bank in its district for a guarantee. The Federal 


*° Loan Guarantees for Defense Production, 37 Feo. Res. Buti. 20 (1951). 

1) Assignment of Claims Against Government, id. at 508. Pub. L. No. 30, 82nd Cong., 1st Sess. 
(May 15, 1951). 

** Kupfer, Federal Assignment of Claims Act Comes of Age (Public Law No. 9 and Public Law No. 
30 of the 82nd Congress), New York Law Journal, June 4, 5, and 6, 1951. 

1864 Star. 800, 50 U. S. C. App. $2091 (Supp. 1950). 
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Reserve bank is required to submit this loan application to the guaranteeing agency, 
and if the guaranteeing agency approves, it authorizes the Federal Reserve bank to 
execute a guarantee in its name.’* : 

The maximum interest rate which may be charged is 5 per cent and the maximum 
commitment fee which can be charged is 1, of 1 per cent. The larger the amount 
of the guarantee requested the greater is the portion of the interest paid by the bor- 
rower which must be remitted to the guaranteeing Federal Reserve bank as a guar- 
antee fee. For a 70 per cent guarantee only 10 per cent of the interest paid must be 
remitted in the form of a guarantee fee. For a 95 per cent guarantee the financing 
institution must pay 40 to 50 per cent of the interest paid by the borrower to the 
Federal Reserve bank as a guarantee fee.’® 

The term loan and the “stand by” agreement are probably the most significant 
and successful innovations developed in bank lending practice in the last 20 years.’® 
The term loan was almost unknown before 1935, but for a number of reasons it 
developed rapidly after that date. In the first place, there was a demand on the 
part of small and medium sized businesses for longer term credit than banks normal- 
ly supplied. It was difficult for these companies to sell bonds on the open market 
because the Securities and Exchange Commission regulations made such sales ex- 
pensive. Equity capital could not be secured except on very unfavorable terms, 
and, later in the period, certain tax advantages resulted from borrowing funds. 
Furthermore, the extension of term loans was facilitated by actions taken by the 
banking supervisory authorities. They adopted new methods of classifying loans, 
and legislation was enacted which broadened the types of assets which could collat- 
eralize loans from, or which could be discounted with, the Federal Reserve banks. 

By 1940 term loans by banks amounted to more than 2 billion dollars.’ Alter- 
nate methods of financing during the war slowed the growth in the volume of term 
loans, but after the war the volume increased sharply. In the last half of 1946, the 
Federal Reserve Board made a survey which showed 144,000 term loans outstanding, 
made by member banks, amounting to 4.6 billion dollars.’* While term loans were 
made to all types of business, loans to manufacturing and mining concerns accounted 
for more than one-half of the total volume outstanding. Loans to new businesses 
(organized since 1942) represented a substantial part of loans made to small busi- 
nesses. 

A term loan can be defined as a loan having a maturity in excess of one year, and 

14 Martin, Federal Reserve Responsibilities Under Defense Production Act, 37 Fev. Res. Buty. 494 
Cs a and Rates Established Under Regulation V on Loans Guaranteed Pursuant to Defense Pro- 
duction Act of 1950 and Executive Order No. 10161, 37 Fev. Res. Butt. 517 (1951). 

1© HERBERT V. ProcHNow, TERM Loans AND THEORIES OF BANK Liguipity (Prentice-Hall, 1949); 


Net H. Jacospy AND RayMonp J. SAULNIER, TERM LENDING To Business (National Bureau of Economic 


Research, 1942). 
17 TacoBy AND SAULNIER, Op. cit. supra, at 30. 
18 Holthausen, Term Lending to Business by Commercial Banks in 1946, 33 Fev. Res. Buty. 498- 


517 (1947). 
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it usually provides for periodic re-payments. It may be secured or unsecured. While 
a term loan may be made by one bank, frequently a number of banks and other 
financing institutions join in making such a loan. It has been employed to finance 
the acquisition of new machinery and equipment. New construction has been 
financed by term loans. 

Since the term loan usually has a longer maturity, the lending banks usually 
incorporate certain protective covenants in the loan agreement. These covenants 


relate to the maintenance of minimum working capital, non-pledge of borrower’s 
assets, and limitations on total debt of borrower. Other provisions relate to salaries 
of management, payment of dividends, etc. In many agreements a provision was 
incorporated requiring the borrower to anticipate payments when the earnings ex- 
ceeded a “normal” figure, and such anticipatory payments were credited against 
the last outstanding maturity. 

Interest rates charged on term loans vary. The more common practice seems 
to be to charge a flat rate of interest which depends upon the credit of the borrower. 
In a few cases, the term loan agreement provides that higher interest rates are to be 
charged for the longer maturities. Some term loans have provided for a fluctuating 
interest rate based upon the rediscount rate. 

A modification of the term loan which came into general use shortly after the 
end of the war is the “stand by” agreement. The borrower under the terms of a 
“stand by” agreement is not required to borrow the funds immediately but the 
lender commits himself to advance the funds at any time within a specified period. 

The use of the “stand by” agreement developed for a number of reasons. During 
the war, borrowers, fearing that the settlement of war contracts would be delayed 
and they would not have funds to finance reconversion to the production of civilian 
goods, sought commitments from their banks to meet that need. The introduction 
of VT and T loans delayed the independent development of “stand by” agreements. 
Borrowers also sought them because the borrower was assured that the money would 
be available when he needed it and the interest rate would be guaranteed. 

“Stand by” agreements usually are a part of a term loan. They are designed 
to provide funds to cover specific commitments made by the borrower. This pro- 
cedure enables the borrower to arrange for a loan but to borrow the funds only 
when they are actually needed. Thus, a builder may arrange to pay for materials 
and labor as various sections of a building are completed and need not borrow the 
full amount long before it is actually needed. The agreement specifies a date on 
which the “stand by” commitment terminates, as well as providing for the condi- 
tions of the term loan. 

For this commitment the borrower agrees to pay a commitment fee on the unused 
portion of the loan. At the beginning when interest rates were low, the commit- 
ment fee was frequently 4 of 1 per cent but recently it has been raised in some 
cases to ¥, of 1 per cent. The commitment fee, of course, depends upon the length 
of time over which the “stand by” agreement is to run and other factors. 
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The revolving credit agreement is another modification of the term loan which is 
now used extensively. A revolving credit agreement permits a borrower to borrow 
up to a maximum amount for a specific period. During that period the customer 
may borrow the full amount, repay part of it, and again borrow the entire amount. 
This type of loan is employed in cases in which the borrower wishes to carry varying 
amounts of inventory. For example, a tobacco company may utilize a credit of this 
type to carry tobacco. It has also been used in connection with the financing of 
defense contracts. 

The interest rate charged on the portion used is frequently fixed at a specific 
figure. In some cases, however, the revolving credit agreement specifies that the 
interest rate charged shall be the prime rate charged by each bank. Thus, the in- 
terest rate charged might be different, if a number of banks participated in the loan. 
A charge is also made on the unused portion of the credit, and it may vary from 
of 1 per cent to 1 per cent, depending upon the borrower, the length of the credit, 
and other factors. 

Within the last decade commercial banks have employed field warehousing re- 
ceipts as a means of making working capital available to business enterprises which 
are unable to borrow except on a collateral basis. A field warehouse can be defined 
as a warehouse established on property leased from the borrowing concern. This 
warehouse is usually operated by a firm specializing in this type of activity, and 
it receives the raw materials or finished goods, and issues “field warehouse receipts.” 
In this way inventory can be used as collateral. This type of receipt differs from 
warehouse receipts issued by terminal warehouses since the goods securing the 


receipt are usually located on the premises of the borrower.’® 

Another type of financing which has come into wide use is accounts receivable 
financing. “Accounts receivable financing may be defined as a continuing arrange- 
ment through which a financing agency makes funds available to a business concern 
by purchasing its invoices or accounts receivable over a period of time, or by making 
advances or loans, taking one or a series of assignments of accounts as primary col- 


lateral security.” 

One difficulty with this type of financing was-that in order to make the assign- 
ment valid the debtor had to be notified. Many businessmen disliked to assign 
accounts under these circumstances because they feared that it would lead to loss of 
customers. On the other hand, bankers were unwilling to lend on the security of 
accounts receivable, because the validity of the assignment was doubtful unless the 
debtor was notified. Many states during the period under consideration amended 
their laws to make the assignment good if notice was filed with an appropriate state 
authority. 


1° Nem H. Jacopy aND RayMonp J. SAULNIER, FINANCING INVENTORY ON FIELD WarEHOUSE RECEIPTS 


(National Bureau of Economic Research, 1944). 
2° RayMOND J. SAULNIER AND NeIL H. Jacosy, Accounts REcEIVABLE FInANciNG 1 (National Bureau 


of Economic Research, 1943). 
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Many other types of loans have been made by banks in the last several years. 
Housing loans guaranteed by the F.H.A. and modernization loans also guaranteed 
by the F.H.A. were developed in the pre-war period. Multiple housing loans, 
guaranteed by the F.H.A., were employed on a large scale during the war and also 
in the postwar period. Attempts have been made to utilize term lending techniques 
in order to extend credit to farmers for soil conservation.” 


V 


In the postwar period inflation has been a recurring problem. From time to time 
Congress has considered and passed legislation authorizing the Federal Reserve 
Board to control the extension of various types of credit. At the same time, however, 
the national banks and the member banks of the Federal Reserve System have been 
authorized to invest in certain types of securities in order to provide funds to finance 
the International Bank for Reconstruction and Development and the construction of 
housing units under public housing authorities. 

The control of consumer credit is governed by Regulation W issued by the 
Federal Reserve System. It specifies the minimum down payment for the purchase 
of certain durable consumers’ goods and limits the length of time over which pay- 
ments can be made. It was originally adopted in August, 1941,” was amended 
many times during the course of the war, and was still in effect at the end of the 
war. It underwent some modification in 1946, but continued in effect until No- 
vember 1, 1947. Congress had specified that termination date in a resolution ap- 
proved in August.** Nearly one year later the Board was again given power to 
control the terms under which ‘credit could be extended for the purchase of con- 
sumers’ goods. This authority lapsed again on June 30, 1949.”* It was not until the 
outbreak of war in Korea that Congress again authorized the control of consumer 
credit.2> This regulation was made effective September 18, 1950. In July, 1951 Con- 
gress enacted legislation extending to June 30, 1952 the authority of the Federal 
Reserve Board to regulate consumer credit.2* The new act specified the maximum 
“down payment” which could be required and the minimum number of months over 
which the installment credit could be extended. 

In 1949 a number of laws were passed revising the authority of the member banks 
to invest in cértain types of securities. Congress on June 29, 1949 authorized national 
banks and state member banks to deal in and underwrite obligations issued by the 
International Bank for Reconstruction and Development, provided that the total 
holdings by any bank do not exceed 10 per cent of the bank’s combined capital 
and surplus.?7 Many states have passed similar laws. 


21 Darryt R. Francis, BANK Crepir For Sort ConseRvATION (Federal Reserve Bank of St. Louis 1947). 
22 Exec. Order No. 8843, 6 Fep. Rec. 4035 (1941). 

2361 Strat. 921 (1947), 50 U. S. C. App. §5 note (Supp. 1950). 

2462 Srat. 1291 (1948), 12 U. S. C. §462(c) (Supp. 1950). 

*5 64 Srar. 812, 50 U. S. C. App. §2131 (Supp. 1950). 

2® Pub. L. No. 96, 82nd Cong., 1st Sess. (Defense Production Act Amendments, 1951). 

*7 63 Srar. 298, 439 (1949), 12 U. S. C. §24 (Supp. 1950). 
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Later in 1949 Congress authorized national banks and state member banks to 
deal in, underwrite, and purchase for their own accounts obligations of local public 
housing authorities secured by agreements with the Federal Housing Authority.”* 

In 1950 the authority of the Federal Reserve Board to regulate loans was ex- 
tended to cover loans made on new real estate construction when the credit was 
not insured or guaranteed by any other agency of the Federal Government. Section 
602 of the Defense Production Act of 1950*° authorized the president to regulate loans 
of this type and he, in turn, delegated his authority to the Federal Reserve Board. 
The Federal Reserve Board exercised this authority in conjunction with the Housing 
and Home Finance Administrator. Regulation X was issued by the Board of 
Governors on October 11, 1950. This regulation concerned only real estate credit on 
one- and two-family housing units but on February 15, 1951, the regulation was 
extended to cover real estate credit on multi-unit residential property and non-resi- 
dential property. 

Reserve requirements have also been the subject of legislation during the postwar 
period. The Board was empowered for a period from August, 1948 to June 30, 
1949 to raise required reserves above the existing statutory maxima.” The required 
reserve against time deposits could be raised to 7.5 per cent, while the required reserve 
against demand deposits of central reserve city banks could be raised to 30 per cent, 
reserve city banks to 24 per cent, and country banks to 18 per cent. This measure 
was adopted in order to limit the expansion of bank credit. The Board, as is noted 
elsewhere, did not impose the maximum requirements, except for required reserves 
against time deposits. 

The Defense Production Act of 1950 authorized the president to permit business 
enterprises to combine to carry out the objectives of the Act.4* One of the objectives 
of the Act was to restrain inflation by limiting the extension of credit.2? The presi- 
dent delegated this authority also to the Board of Governors and under this authority 
the Board of Governors established the National Voluntary Credit Restraint Com- 
mittee. The objective of this program was to bring an end to the expansion of credit 
and to channel credit into those fields in which it would contribute most toward the 
financing of the defense program and the production of essential goods and services. 
Originally, representatives of the commercial banking system, the investment bank- 
ing system, and the life insurance companies participated in the program but it 
was later expanded to include representatives from the savings and loan associations 
and from the mutual savings banks. 

Through this program the National Voluntary Credit Restraint Committee at- 
tempted to classify types of loans which could be made and types of loans which 

** Ibid. 

*° 64 Srat. 813, 50 U. S. C. App. §2132 (Supp. 1950). 

8°62 Srat. 1291 (1948), 12 U. S. C. §462(c) (Supp. 1950). 


"164 Star. 818, 50 U. S. C. App. §2158 (Supp. 1950). 
*264 Srar. 812, 50 U. S. C. App. §2131 (Supp. 1950). 
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should not be made. Loans to finance defense production were approved and loans 
for the production, processing, and orderly distribution of agricultural and other 
staple products were to be permitted. Loans were allowed to augment working 
capital to the extent necessary to sustain essential production, processing, and dis- 
tribution services. In making such working capital loans the committee permitted 
the banks to consider higher wages and prices of materials as reasons for augmenting 
working capital. Loans to security dealers to carry on their normal business opera- 
tions were permitted but speculative loans on securities or commodities were con- 
demned. Also disapproved were loans to acquire or retire corporate equities in the 
hands of the public. 

Loans insured, guaranteed or authorized as to purpose by any government agency 
were exempt from the program because it was believed that the governmental agency 
involved would authorize such loans in accordance with national policy. 

In addition to the initial statement the Voluntary Credit Restraint Committee 
issued clarifying bulletins from time to time. Bulletin No. 1 issued March 15, 1951 
concerned the accumulation of inventories. It recommended that bankers refrain 
from financing abnormal inventory accumulation and encourage borrowers to bring 
excessive inventories into line with normal requirements as soon as possible. 

On April 23, 1951 a second bulletin covering recommended restrictions on busi- 
ness capital expenditures financing was issued. The Committee recommended that 
financing of business capital expenditures be denied where the purpose was to 
construct or enlarge the facilities of the producers and distributors of non-essential 
goods. Bulletin No. 3 was issued May 3, 1951. This bulletin urged financing insti- 
tutions to screen carefully loans to state and local governments. In the judgment of 
the Committee, government loans to replace existing facilities, to construct facilities 
not recommended by the Defense Production Administration, and to acquire sites not 
immediately needed were to be disapproved. Borrowing funds to purchase private 
utilities by municipalities was also deemed to be inadvisable. In connection with this 
request Mr. Charles E. Wilson, Director, Office of Defense Mobilization, wrote a letter 
to all governors, mayors of major cities, and financial officers of principal counties 
requesting that they delay borrowing money if the contemplated project was post- 
ponable.. 

While Regulation X governed the terms of financing new real estate construction 
and F.H.A. and V.A. regulations covered the terms and conditions under which in- 
sured and guaranteed loans could be made, no credit controls existed on loans made 
on old construction. On June 14, 1951 the National Voluntary Restraint Committee 
issued Bulletin No. 4 suggesting methods of applying principles of voluntary cred- 
it restraint in the field of real estate financing. 

In addition to establishing certain general policies, the National Voluntary Credit 
Restraint Committee also appointed regional sub-committees to which financing insti- 
tutions could refer loans when they were doubtful about the action which should be 
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taken. Originally, a sub-committee was established for commercial banks in each 
one of the 12 Federal Reserve districts. Subsequently, regional committees were 
appointed in some districts. Three regional committees were established by the life 
insurance companies and three regional committees were established by the Invest- 


ment Bankers Association. 
VI 

During the 1930’s both the loan and investment policies of the commercial 
banking system were strongly influenced by the depressed level of industrial activity. 
Since business was depressed there was little demand for credit, and even those in- 
dustries receiving credit were screened carefully in terms of “credit-worthiness.” Dur- 
ing the war, commercial banking policy was dominated by the national policies 
adopted to finance the conduct of the war. 

With the end of the war, commercial banking emerged into a new phase, differ- 
ent from that of either preceding period. The period since the end of the war has 
been one of rapid industrial expansion, and the volume of construction has been 
heavy. This expansion resulted in an increased volume of loans. In the period since 
Korea, governmental expenditures for defense have exerted additional inflationary 
pressures on the economy. In short, if the decade of the 1930’s was characterized by 
efforts to halt deflation, the period since the end of the war has been characterized by 
efforts to curb inflation and at the same time to finance a rapid expansion in industrial 
capacity. 

It is true that a high level of industrial activity has improved the financial position 
of many prospective borrowers. But inflation has forced these same companies to 
seek bank credit in order to carry on the same “real” volume of business at a higher 
price level. Judgments of “credit-worthiness” now must include a consideration of 
the length and intensity of the inflationary period. Bankers are now lending money 
in an inflationary economy and extreme caution must be used. 

Lending policy has also been influenced over the entire period by a tendency for 
money rates to increase. The demand for money has been great, and interest rates 
have risen slowly. The increase undoubtedly would have been greater had the Fed- 
eral Reserve System not attempted to maintain stability in the Government bond 
market and to maintain the 2-4 per cent rate for long-term bonds. This policy 
arbitrarily held interest rates low and also permitted an uncontrolled expansion in 
bank reserves. The Federal Reserve System abandoned that policy, despite apparent 
opposition from the Treasury. 

The increasing use of the capital loan also has become a factor in contemporary 
bank lending policies. Term loans have already been discussed, but reference should 
‘also be made to government-guaranteed housing loans. Loans of this type are, of 
course, older than the postwar period, but they have become more important. 

During the war years the commercial banking system of the United States, as 
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well as other countries, acquired large amounts of Government securities. Both 
lending and investment policies have been influenced by this development. In the 
period before 1929, total investments of all member banks represented about 20 
per cent of total assets. After that date loans declined sharply and commercial banks 
invested a substantial percentage of their total assets in Government securities. 

The outbreak of World War II intensified this trend. The Federal Government 
turned to the commercial banks to sell those securities which could not be sold to 
other investors. Thus, at the end of 1945, total assets of all member banks amounted 
to 138 billion dollars of which 84 billion dollars, or 61 per cent, was invested in 
securities. Of this amount 78.3 billion dollars was invested in United States Gov- 
ernment securities. Since the end of the war, loans have risen and investments in 
securities have declined. Currently, United States Government securities represent 
less than one-half of the total assets of all member banks. 

Commercial bankers are following a practice of maintaining a secondary reserve 
in the form of United States Government securities in addition to the primary re- 
serve required by federal and state laws. The relative size of this secondary reserve 
as well as its maturity-distribution depends upon a great many factors. However, 
it is clear that, as his portfolio of United States Government securities decreases 
toward a predetermined minimum, the banker becomes more and more unwilling 
to reduce it further in order to make loans. 

No fixed pattern has emerged concerning the investment policy followed relative 
to United States Government securities. Some banks have attempted to “space” 


their maturities equally over a 10 year period, but the majority have probably at- 
tempted to maintain as “short” a position as possible. The volume of deposits held 
in savings accounts has also been a factor in determining the volume of long-term 
Government securities held by banks. 


VII 


Inflationary pressures still exist and they have resulted in new discussions about 
methods of exercising monetary controls. One of the methods proposed several 
years ago was the creation of a security reserve as a supplement to the primary cash 
reserve. The basic objective was to restrict the expansion of credit to business by 
forcing the banks to maintain a part of their reserves in the form of United States 
Government securities. It must be realized that a securities reserve requirement will 
not reduce the multiple expansion of credit in the same manner that an increase 
in the cash reserve would; it would only direct the type of security in which a part 
of the expanded credit was to be invested. 

Another proposal is for the creation of a loan reserve. It can be described briefly 
as a proposal to require “every insured bank receiving demand deposits . . . to main- 
tain additional reserves equal to a percentage . . . of that part of its loans and in- 
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vestments in excess of a certain prescribed base.”** The proposed loan reserve plan 
has not been considered by Congress up to the present time. The loan reserve plan 
is a proposal for the quantitative control of credit, and it tends to apply unsound 
standards. A much sounder method of utilizing bank credit to finance the pre- 
paredness program and to curb inflationary tendencies can be found in the Voluntary 
Credit Restraint Program. 


*° Report TO THE PresipeNT (submitted by Charles E. Wilson, Director of Defense Mobilization, 
John W. Snyder, Secretary of the Treasury, William McC. Martin, Chairman of the Board of Governors 
of the Federal Reserve System, and Leon H. Keyserling, Chairman of the Counsel of Economic Advisers) 


(May 31, 1951). 
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LEGAL BACKGROUND, TRENDS, AND RECENT 
DEVELOPMENTS IN THE INVESTMENT OF 
TRUST FUNDS 


Bascom H. Torrance* 
I 
Some CouNSEL FROM THE CasEs 


Some years ago the Trust Division of the American Bankers Association pub- 
lished a pamphlet which bore on its fly-leaf the following words from the historian 
and legal scholar Josephus :* 

Let him that hath received any thing in trust for another, take care to keep it as a 
sacred and divine thing; and let no one invent any contrivance whereby to deprive him that 
hath intrusted it with him of the same, and this whether he be a man or woman; no, not 
although he or she were to gain an immense sum of gold. .. . 


Not much has happened since the days of Josephus to change this concept of trustee- 
ship. On the contrary much has happened to strengthen and preserve it. In fact, 
even the word itself has acquired overtones suggestive of the greatest confidence that 
men repose, the highest fidelity and the best performance that can be found. We 
severely criticize one who fails his trust; we speak of political office as a public 
trust, remembering Disraeli’s remark that “all power is a trust”; we propose trustee- 


ship with a strong nation or the United Nations for weaker peoples who need 
guidance and protection. Our coins bear the motto “In God We Trust.” 

Nearly two thousand years after Josephus one of our foremost judges, the late 
Benjamin Cardozo, echoed the sentiments of Josephus in words of his own? 


A trustee is held to something stricter than the morals of the market place. Not 
honesty alone, but the punctilio of an honor the most sensitive, is then the standard of 


behavior. 


Between Josephus and Cardozo lies a vast and turbulent history of the deeds and 
misdeeds of mankind. That the character of trusteeship found such eloquent ex- 
pression-in such early times, when men were not credited generally with too firm 
or too refined a morality, and that it has survived virtually unchanged through all 
that has happened since, seems some evidence of its hardihood as a social institution, 
and perhaps some assurance of its further survival into a troubled future. 

* A.B. 1917, Harvard University. Senior investment officer on trusts and estates with City Bank 
Farmers Trust Company, an affiliate of the National City Bank of New York. Chairman, Trust Investment 
Study Committee, New York State Bankers Association. 

* The pamphlet of the American Bankers Association was “The Prudent Man Rule for Trust Invest- 
ment,” published in 1942. The words quoted above were part of a longer passage from the works of 
Josephus quoted by Samuel Freifield of the Steubenville, Ohio, bar, in an article, Investment of Trust 


Funds, 5 U. or Cin. L. Rev. 1 (1931). 
* Meinhard v. Salmon, 249 N. Y. 458, 464, 165 N. E. 545, 546 (1928). 
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While the two passages quoted above, especially the latter, touch particularly 
upon the honor of a trustee, innumerable others in similar vein could be cited by 
way of amplifying the general standard of conduct required of him. To clear the 
way for some comment to follow, it may be interesting to recall a few. It is un- 
necessary, however, to go back to Josephus to find them. We can begin with the year 
1830, when we were first introduced to that legendary legal character, the prudent 
man. Simply because it is the foundation of our story, and even at the risk of weari- 
some repetition, here again is the famous and familiar passage from the decision in 
Harvard College v. Amory? 


All that can be required of a trustee to invest, is, that he conduct himself faithfully and 
exercise a sound discretion. He is to observe how men of prudence, discretion, and intelli- 
gence manage their own affairs, not in regard to speculation, but in regard to the perma- 
nent disposition of their funds, considering the probable income, as well as the probable 
safety of the capital to be invested. 


Now it is obvious at once that this classic statement leaves wide room for inter- 
pretation. That indeed is its great virtue, as another Massachusetts judge has 
emphasized nearly one hundred years later :* 


Good faith and sound discretion, as these terms ought to be understood by reasonable men 
of good judgment, were thus made the standard by which the conduct of trustees is to be 
measured. That is a comprehensive principle. It is wide in its scope. It is not limited 
to a particular time or a special neighborhood. It is general and inclusive, so that while 
remaining itself fixed, it may continue to be a safe guide under new financial institutions 
and business customs, changed commercial methods and practices, altered monetary usages 
and investment combinations. It avoids the inflexibility of definite classifications of securi- 
ties, it disregards the optimism of the promoter, and eschews the exuberance of the specu- 
lator. It holds fast to common sense and depends on practical experience. It is susceptible 
of being adapted to whatever conditions may arise in the evolution of society and the 
progress of civilization. 

These are eloquent words, but again their eloquence surpasses their precision. 
Therefore, for further enlightenment we must go to still other decisions and seek 
more specific criteria. And in these efforts over the years toward a proper applica- 
tion of the basic rule we find some distinct differences in viewpoint and in practice, 
best illustrated in the familiar story of the different application given the basic rule 
in the so-called “prudent rule” states as against the so-called “legal list” states. That 
a new chapter in this story is being written in the present trend away from legal 
lists will be commented upon later, but does not remove the fact of historical di- 
vergence. 

The standard illustration of this divergence in the investment field is the leading 
New York case of King v. Talbot,> and the precedents which that decision and 
others like it established. It will be remembered that in Harvard College v. Amory 

* Harvard College v. Amory, 9 Pick. 446, 461 (Mass. 1830). 


* Kimball v. Whitney, 233 Mass. 321, 331, 123 N. E. 665, 666 (1919). 
® King v. Talbot, 40 N. Y. 76 (1869). 
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the court had approved the trustee’s action in retaining and investing in certain 
stocks, holding that they were not improper for a trustee. The New York court 
some years later, although agreeing as to the basic rule to be applied, took quite a 
different view as to stocks:* 


My own judgment, after an examination of the subject, and bearing in mind the 
nature of the office, its importance, and the considerations, which alone induce men of 
suitable experience, capacity, and responsibility to accept its usually thankless burden, is, 
that the just and true rule is, that the trustee is bound to employ such diligence and such 
prudence in the care and management, as in general, prudent men of discretion and in- 
telligence in such matters, employ in their own like affairs. 

This necessarily excludes all speculation, all investments for an uncertain and doubtful 
rise in the market, and of course everything that does not take into view th: aature and 
object of the trust and the consequences of a mistake in the selection of the investment to 
be made. 

It, therefore, does not follow, that, because prudent men may, and often do, conduct 
their own affairs with the hope of growing rich, and therein take the hazard of adventures 
which they deem hopeful, trustees may do the same; the preservation of the fund, and the 
procurement of a just income therefrom, are primary objects of the creation of the trust 
itself, and are to be primarily regarded. 


The moment the fund is invested in bank, or insurance, or railroad stock, it has left 
the control of the trustees; its safety and the hazard, or risk of loss, is no longer dependent 
upon their skill, care, or discretion, in its custody or management, and the terms of the 
investment do not contemplate that it ever will be returned to the trustee. 

If it be said, that, at any time, the trustees may sell the stock (which is but another name 


for their interest in the property and business of the corporation) and so repossess them- 
selves of the original capital, I reply, that is necessarily contingent and uncertain; and so 
the fund has been voluntarily placed in a condition of uncertainty. . . . 


This decision is mentioned because of its historical importance. As New York 
trustees are well aware, later cases, especially where the trust instrument granted 
broad investment powers, have taken a more liberal view. Yet the prohibition ex- 
pressed against stocks in King v. Talbot subsequently found reflection in the laws 
governing trust investments not only in New York but in a number of other states, 
and for many years has been perhaps the major point of difference between the 
so-called’ “prudent rule” states, which have followed the Massachusetts doctrine, 
and the “legal list” states, which in general have followed the doctrine laid down in 
King v. Talbot. As will be mentioned later, the New York law was broadened in 
1950 to permit stocks under certain limitations, but they are still excluded in a 
number of other states. 

In spite of these historic differences of interpretation, which are gradually and 
happily disappearing, there is discernible in all the cases and in all the legislation 
controlling trust investments a fundamental current of agreement. This agreement 
is found in the strong and persistent emphasis on this elusive and elastic thing we 


* Id. at 85-86, 88-89. 
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have chosen to call prudence, in every sort of situation and with respect to whatever 
kind of investment may be used. Men may differ in different circumstances as to 
precisely what prudence is, but successive decisions in different jurisdictions have 
set at least some broad limits within which it is recognizable and beyond which it 
vanishes. 

To begin with, it has never been “that illimitable potentiality which an unre- 
strained individual possesses respecting his own property.”” Even in Massachusetts, 
traditionally one of the most liberal states, the courts have helped to set restrictions. 
For example:* 


. . . Trustees in this commonwealth are permitted to invest portions of trust-funds in 
dividend-paying stocks and interest-bearing bonds of private business corporations, when 
the corporations have acquired, by reason of the amount of their property and the prudent 
management of their affairs, such a reputation that cautious and intelligent persons com- 
monly invest their own money in stocks and bonds as permanent investments. 


A year or two later, in the neighboring state of Maine, we find a court speaking as 
follows :® 


While he [the trustee] must be as diligent and painstaking in the management of the 
trust estate as the average prudent man is in managing his own estate, he may not always 
place the trust funds where he, or the average prudent man, would place his own funds. . . . 
There are often occurring good business chances in which a man may invest some of his 
own money without danger of being called imprudent, whatever the result. But it will 
be generally conceded that a mere business chance or prospect, however promising, is not 
a proper place for trust funds. 

The business may have promised well. The chance of making money and building 
up a business was probably excellent. The appellant, a man of well-known energy and 
enterprise, after personal investigation, formed a favorable opinion of the company’s 
prospects. But however favorable and glowing these prospects, we think that in the light 
of the decisions of the courts, and in the light of general experience, the appellant could 
and should have seen that he had no authority to invest trust funds in them. 


Here the trustee was surcharged for investing in the stock of a relatively new packing 
and canning company, which had not built up a strong financial position or estab- 


lished earnings record. 
A similar view, and a similar result of investment in a company of insufficient 


financial standing, is found in the New York case of Matter of Hall:'° 


*D ine v. D ine, 301 Mass. 214, 220, 16 N. E. 2d 625, 629 (1938). 

® Appeal of Dickinson, 152 Mass. 184, 187-188, 25 N.E. 99, 100 (1890). (Italics supplied.) This 
decision dealt not only with the unseasoned character of the investment, but also with the question 
of diversification. One investment in stock of the Union Pacific Railway was approved, a second 
investment was disapproved. 

® Mattocks v. Moulton, 84 Me. 551-552, 555, 24 Atl. 1004, 1006, 1007 (1892). 

2© Matter of Hall, 164 N. Y. 196, 200, 58 N.E. 11, 12 (1900). (Italics supplied.) Here the trustees, 
acting under broad powers conferred by the will, merged an umbrella company left by the testator into a 
newly formed umbrella “trust,” taking stock in the new and untried company in exchange for the 
assets of the testator’s company. They were surcharged for loss. 
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If the trustees had invested in the stock of a railroad, manufacturing, banking, or even 
business corporation, which, by its successful conduct for a long period of time, had 
achieved a standing in commercial circles and acquired the confidence of investors, their 
conduct would have been justified, although the investment proved unfortunate. 


These general views were repeated years later in Matter of Winburn:* 


Executors need not wait on the stock market, but may properly be guided by the tests to 
be applied, which are: What has been the history of the companies during a period of 
years? Have they paid regular dividends of regular amounts? Have they a proper 
capital structure? Are they wisely officered? Has a successful business continued over 
a period of time? Have they achieved a standing in commercial circles? 


And again in New York there is the warning:’” 


Persons who handle trust funds should not be carried away by a speculative wave and 
allow their desire for profit and apparent large return on the investment for a short time 
to run away entirely with their sound judgment based upon experience of a long term of 
years during recurring periods of prosperity and depression. 


An early English case often cited held that “the duty of a trustee is not to take 
such care only as a prudent man would take if he had only himself to consider; the 
duty rather is to take such care as an ordinary prudent man would take if he were 
minded to make an investment for the benefit of other people for whom he felt 
morally bound to provide.” 

In Hart’s Estate a Pennsylvania court spoke as follows:" 


But a prudent man, with his own estate, with the object of making money, expecting his 
investment to largely enhance in value, may take greater risks. It is nobody’s business 
but his own. He calculates probabilities of success or failure, and takes the chances. 
If successful, foresight and business shrewdness are attributed to him; if failure happens, 
then speculation, or something worse. But he is no more imprudent in the one case than 
in the other. Future events are, from their very nature, not definitely foreseeable, and a 
prudent man has a perfect right to venture his own money on a calculation of business 
chances. All fortunes are accumulated by the exercise of just that sort of very common 
prudence. But with a trustee the case is different. He has all the knowledge, foresight, 
and judgment of the business man; but the money to invest is not his own, but belongs to 
others. It is his plain duty, if he would safely keep it, to minimize risks. He is not 
bound to have more prudence than the other, but he must utilize his in avoiding risks 
which the one who owes no duty to others is free to take. In the one case, in view of 
probable favorable results, prudence says, “Take the risk,” in the other, in view of very 
possible disaster, prudence says, “Take not the risk.” 


Similar views are found in Estate of Cook, where a Delaware judge added his 
own observations :"° 


™! Matter of Winburn, 140 Misc. 18, 22, 249 N. Y. Supp. 758, 763 (Surr. Ct. 1931). 

18 Matter of Jacobs, 152 Misc. 139, 142, 273 N. Y. Supp. 279, 282-283 (Surr. Ct. 1934). 

*8 In re Whiteley, 33 Ch. Div. 347, 355 (1886), aff'd, sub nom. Learoyd v. Whiteley, 12 App. Cas. 
727 (1887). 

** In re Hart's Estate, 203 Pa. 480, 484, 53 Atl. 364, 366 (1902). 

*® In re Cook's Estate, 20 Del. Ch. 123, 125, 171 Atl. 730, 731 (1934). 
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The first is, that the external standard of “such care and skill as a man of ordinary pru- 
dence would exercise in dealing with his own property” is not the standard he would 
use in dealing with his own property if he had only himself to consider... . In other 
words he must take no risks which would not be taken by an ordinarily prudent man who 


is trustee of another person’s property. 
The next observation to be made is that the primary object to be attained by a trustee 


in the matter of investing the funds confided to his control is their safety. 

Cases such as the three just cited not only agree with the others in their emphasis 
on conservatism, but have often been interpreted as going further and drawing a 
distinction between a prudent man and a prudent trustee. It is doubtful whether 
this was the intention of the courts, or is a proper interpretation of the basic rule. 
To say that a trustee must exercise the prudence of a trustee is to talk in circles. What 
is the standard for a prudent trustee? The sound view of the prudent man rule, 
if it is to be our standard, seems to be substantially as stated in King v. Talbot— 
namely, that a trustee must employ such diligence and prudence “as in general pru- 
dent men of discretion and intelligence in such matters employ in their own like 
affairs.”"® The words “like affairs” suggest that all the courts have meant to say 
is that the motives and purposes of a trustee must be those of prudent men who are 
seeking, not speculative gains, but reasonable income and conservation of their 
capital.’7 
The pronouncements quoted are only a few from among the many with which 
trustees and lawyers are familiar. Although certainly no precise blueprint, they 
at least provide some important guiding principles. Moreover, as time has passed 
certain things have become plain. In addition to the general standard of care 
demanded of him in making investments, a trustee must be diligent in his attention 
to his investments after they are made. He must inform himself of what other 
prudent men are doing, remembering, as Judge Woodruff said in King v. Talbot, 
that the rule “imposes the duty to observe and know, or learn, what such prudence 
dictates in the matter in hand.”!* The cases cited plainly bar investments for the 
“short haul,” or primarily for spectulative gains, investments in new, untried or weak 
enterprises, or enterprises concerning which there is insufficient information; invest- 
ments of any character concerning which a prudent man may have a question as to 
security and stability. Admittedly, in many instances, as the court said in Kimball 
v. Reding, in what may be regarded as judicial understatement, “the question as to 
what are good and proper securities is left somewhat at large, and must be conceded 


16 40 N. Y. 76, 86 (1869). (Italics supplied.) 

"7 Substantially the view expressed by Professor Scott: “It is not enough that the trustee in investing 
trust funds uses care and skill. A man of business in investing his own funds, or even a speculator, may 
use a high degree of care and skill in attempting to increase the value of his estate. In so doing, however, 
he may take risks which a trustee is not justified in taking. The primary purpose of a trustee should 
be to preserve the trust estate, while receiving a reasonable amount of income, rather than to take risks 
for the purpose of increasing the principal or income. In other words, a trustee must be not merely 
careful and skillful but also cautious.” II Scorr on Trusts §227.3 (1939). 

18 40 N. Y. 76, 86 (1869). 
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to be not without its difficulties.”"® At just what point does an investment pass 
from the new or untried category into the seasoned class? How long and how 
strong a record must it have? These are questions as to which even prudent men 
may well differ, especially in borderline cases, and here, incidentally, we have in large 
part the explanation of our legal lists. It was to resolve just such questions that some 
states deemed it advisable to set precise statutory tests for trust investments. They 
had their uses during a certain stage of our economic development, but more and 
more, as we shall see later, they are passing from the scene. 

The one thing above all that emerges clearly and without question from the 
cases cited and others like them is the legally established concept of the trustee as a 
conserver. Yet there are those who criticize this concept, claiming that it has received 
exaggerated importance, and there are others who raise questions as to just what 
conservation is. These are views and questions which deserve attention. Perhaps 
they can be somewhat simplified, even if not completely resolved. 

To begin with, the position of the trustee as a conserver, rather than a creator, of 
capital, as indicated in the cases cited, is not just an accident or a whim. There are 
excellent practical as well as legal reasons why the emphasis is where it is. If we 
lose principal, we generally lose income, sometimes permanently. Furthermore, if all 
investments were successful, if there had never been any losses or any depreciated 
trust funds, there would be no need for this emphasis on conservation; it would 
have died away long ago. It arose out of the experience and mistakes of investors 
and trustees over many generations, investors and trustees who no doubt regarded 
themselves as prudent men. 

It is sometimes argued that conservation derived its original importance from 
the early days of trusteeship, when the corpus of a trust was a res, or thing, such as 
land, but that it has acquired a vastly exaggerated importance in the transition of the 
res to a quantum, or something with marketable or money value. This claim of 
exaggerated importance is then associated with the trustee’s duty to account, which 
leads to an understandable desire to maintain the variable value of his quantum, and 
the further argument is made that trustees have followed a conservative course for 
two reasons, first, because it is easy, and second, because of the fear of surcharge. 

As for the first charge, it will be hard to convince a practicing trustee, accustomed 
to dealing with the problems of his clients in days of low incomes and a high cost 
of living, that the conservative course is always the easiest course. Trustees are 
like other people; they are human and sympathetic, and they like to please. Far 
from being easy, the conservative course is often the very hardest to follow and to sell. 
By its very nature it is generally less profitable, certainly less spectacular, than a more 
venturesome course, and for that reason is seldom popular, especially in times of 
great prosperity and rising markets. Its virtues appear when times are not so 
prosperous. As for the second charge, it seems greatly overdone. It may be true 


1° Kimball v. Reding, 31 N. H. 352, 374, 64 Am. Dec. 333, 336-337 (1855). 
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that practitioners in strict jurisdictions are inclined to regard the surcharge problem 
somewhat less lightly than their colleagues in more liberal jurisdictions where the 
courts are known for their sympathetic treatment of trustees, and where exculpatory 
clauses are sometimes used. That the problem is there need not be blinked; it arises 
out of the high degree of accountability to which trustees are properly held, and 
has been described as “a type of litigation which sprouts from economic depression as 
naturally as weeds from loam.””° True, instances of actual surcharge are relatively 
few, but the loss, the waste, in these proceedings is not in the actual dollar damages 
that are occasionally awarded, but in the time, expense, and injured public relations 
involved in the litigation. Moreover, on the whole, the courts seem usually to arrive 
at fair verdicts. It must be remembered that judges are human, and that many of 
them are without extensive investment experience. It might also be noted that one 
of our most eminent jurists, Judge Learned Hand, lately retired as Chief Judge of 
the United States Court of Appeals of the Second Circuit, has been quoted as saying 
that as a litigant he would “dread a law suit beyond almost anything short of sick- 
ness and death.” Some harsh decisions there have been, some reversible errors; here 
and there a ruling or a dictum that has drawn sharp criticism from lawyers,”* but 
along with them, a considerable number of decisions evidencing a practical, under- 
standing, and impartial attitude. The courts in fact have often been far more 
tolerant than beneficiaries in judging trustees, realizing that their judgments were 
generally rendered with the benefit of hindsight. Even in the Harvard College case 
the court observed :*” 


Trustees are justly and uniformly considered favorably, and it is of great importance 
to bereaved families and orphans, that they should not be held to make good losses in the 
depreciation of stocks or the failure of the capital itself, which they held in trust, provided 
they conduct themselves honestly and discreetly and carefully, according to the existing 
circumstances, in the discharge of their trusts. If this were held otherwise, no prudent 
man would run the hazard of losses which might happen without any neglect or breach 
of good faith. 


And Judge Woodruff in King v. Talbot, referred to “the considerations which alone 
induce men of suitable experience, capacity and responsibility” to accept the “usually 
thankless burden” of trusteeship. Consider, too, rulings such as these: 


If foresight were generally as good as hindsight, it would be a far more pleasant world 


in which to live.?% 

A wisdom developed after an event and having it and its consequences as a source is 
a standard no man should be judged by.** 

The trend of a market is notoriously hard to discover except in retrospect. At every 
level skilled observers are apt to disagree as to its probable course.*® 

2° Moore, A Rationalization of Trust Surcharge Cases, 96 U. or Pa. L. Rev. 647 (1948). 

*1See Haggerty, Conflicting Interests of Estate Fiduciaries in New York and the “No Further 
Inquiry” Rule, 18 Forp. L. Rev. 1 (1949). 

** Harvard College v. Amory, 9 Pick. 446, 465 (Mass. 1830). 

** Matter of Winburn, 140 Misc. 18, 23, 249 N. Y. Supp. 758, 765 (Surr. Ct. 1931). 


** Costello v. Costello, 209 N. Y. 252, 262, 103 N. E. 148, 162 (1913). 
*5 First National Bank of Boston v. Truesdale Hospital, 288 Mass. 35, 46, 192 N. E. 150, 153 (1934). 





136 Law anp ConTEMPORARY PROBLEMS 


In the opinion of the present writer it is seriously to be questioned, on the basis 
of many discussions with trust officers and much observation of trust investing, 
whether the fear of surcharge is a controlling or even an important cause of action 
in any appreciable number of trust decisions. If a proposed action is of a nature 
to suggest liability for surcharge, a trustee will naturally avoid it and advise against 
it from the very beginning. Objections to accountings and claims for surcharge most 
often arise years later, out of actions which no one, trustee or beneficiary, had reason 


to question at the time. 

Extreme advocates of the Massachusetts rule couple their criticism of what they 
claim is undue concern over the variable value of a quantum with pleas for a far 
more liberal theory of trusteeship, looking to the active and aggressive management 
of practically every form of property, including private businesses and close corpora- 
tions under “consensual” agreements granting extremely broad powers. Needless to 
say, there is some division of opinion among trustees over such a view, even in 
Massachusetts itself, the stronghold of the prudent rule and its most ardent advo- 
cates. Assuming that competent personnel would be available for dealing with 
a vast variety and number of new problems, there is still a small matter of expense, 
for trusteeship, under the present schedule of compensation in many jurisdictions, is 
notoriously not among the most profitable professions. Presumably, the consensual 
agreements above referred to could meet difficulties of this kind, but the statutory 
fees now in effect in most states have been set with quite a different type of trust 
administration in view. 

The advocates of this theory of trusteeship in its extreme form admit that the 
existing legal framework, of which the decisions mentioned above are an example, 
presents some obstacles. But they regard this legal background simply as an 
“agglomeration of man-made law,” and suggest that we anticipate the courts by 
creating new situations which will require new law. Within limits, of course, 
that is often the way new law is made. But the spirit of adventure has found little 
sanction in trusteeship, and the courts are not likely to look kindly upon those who 
do not take seriously the rules of conduct they have laid down. 

There is another approach to this question of conservation. It begins with the 
simple fact that it is a custom not unknown among prudent men to divide their 
careers into two broad periods. The first, and usually longer, period covers the 
years of more active participation in business or the professions. These are the years 
of aggressive search for fame or fortune, a period when setbacks can be sustained and 





See also Peoples National Bank & Trust Co. of Pemberton v. Bichler, 115 N. J. Eq. 617, 172 Atl. 207 
(1934); Matter of Clark, 257 N. Y. 132, 177 N. E. 397 (1931); Matter of Balfe, 245 App. Div. 22, 24, 
280 N. Y. Supp. 128, 130 (2d Dep't 1935). 

*° For some discussion of this subject, see Parker, Holding of Close Corporation Securities in Trust 
Accounts, The Trust Bulletin, February, 1948, p. 24; McHenry, Successful Operation of Business Enter- 
prises as Executor and Trustee, The Trust Bulletin, October, 1947, p. 30. In the District of Columbia 
the law grants the probate court discretionary power to authorize a fiduciary to continue the business of 
a decedent for a period of 12 months. 
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overcome. The second is a period of maturity, a time for consolidating and protect- 
ing the fruits of previous effort, when concern for the continued security of depend- 
ents replaces the risk-taking of younger years. Now maturity has its place in nature 
and in human associations; it comes to every individual and every organism. It 
is interesting, and perhaps not without significance, that the English, from whom we 
inherited much of our common law, have a great history and a great reputation as 
risk-takers and adventurers. For centuries they have roamed the world, and for many 
years ruled large parts of it; even in modern times perhaps no other nation has been 
so global minded. Yet when they came to invest their trust funds, to preserve the 
fruits of their labors, they established the conservative practices which passed over into 
our own early legal lists. 

This idea of “a time to sow and a time to reap” has been developed in eloquent de- 
tail by Mr. Louis Headly”’ in addresses before the Mid-Winter Trust Conferences in 
New York in 1949 and 1950, in which he emphasized the historical fact that in this 
period of maturity and consolidation, this period for harvesting and “gathering into 
barns,” prudent men over the years have turned to the trust device. And they have 
done so because of their deep desire for security—security for themselves or for their 
dependents. Now we must be careful of this word security. Of late it has taken on 
some unfavorable connotations, and has come under suspicion, as suggesting a loss 
of vigor and ambition, if not something worse. But we must not confuse the thing 
itself with the means by which it is sought. “Go to the ant, thou sluggard” still 
no doubt is good advice, even among critics of a welfare state. However much 
we may need and applaud the risk-takers and the doers, the desire for security is 
basic in our economy and our nature. And in this simple and widely accepted dis- 
tinction between the years of production and the years of preservation we gain further 
understanding not only of the standard that is to guide us, but also of the apparent 
attémpt of some of the courts to distinguish between a prudent man and a prudent 
trustee. That, it appears, is not the real distinction, which lies, after all, just where 
Justice Putnam said it did—namely, between two different phases of a prudent man’s 
activities. And it is when he is interested in conservation, not acquisition, that he 
is to be our guide. Nor does it follow that we need lose the spirit of the pioneer, or 
that maturity for some must lapse into decadence for all simply because we are re- 
minded that deeds of derring-do had better not be done with other people’s money. 

The critics of conservation raise another point. Not money value, they claim, but 
the purchasing power of that money, is the thing to be preserved. We are acutely 
and justifiably concerned today with the diminished buying power of the dollar, 
which happens to be just about at its low for the past 150 years. But when we speak 
of preserving the purchasing power of a trust, or measuring a trustee’s performance 
in terms of purchasing power, we are leaving the known highway for a thorny path 
through a whole thicket of problems. We shall have a look at those problems a 


27 Trustees or “Gentlemen Adventurers,” Trust Bulletin, March, 1949, p. 12, and Trustees as Con- 
servators, Trust Bulletin, March, 1950, p. 15. 
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little later, but it will be convenient to discuss them in connection with the 
broadened investment powers of trustees. 

The foregoing comments and citations are set down simply to restate and perhaps 
rescue from limbo some elementary facts concerning trusts which the temper of the 
times often tends to overlook. Lest any one think that re-affirmation of some ancient 
truths means that trusteeship is either static or complacent, we turn now to some of 
the things trustees are doing in their efforts to keep pace with these troubled times. 

II 
Tue Trenp Toward LiBeRALizAaTION 

Consider, for example, the accomplishments of recent years in liberalizing the 
laws governing trust investments. Information supplied by Mr. Charles Orcutt of 
the Trust Division of the American Bankers Association has reminded us that from 
1830, when the Harvard College case was decided, to 1937, a period of 107 years, only 
6 states operated under the prudent man rule, all by judicial decision. Beginning, 
however, with Michigan in 1937,°% there has been a veritable parade toward the 
greater freedom of the Massachusetts rule. In the short space of the past 14 years 
the total number of states using the rule, either in complete or in modified or limited 
form, has risen to 33, with two more permitting trustees a choice between prudent 
rule and statutory legal list. Of this total, 24 states follow the rule in unrestricted 
form, with the others moving in varying degrees toward the full freedom of the 
rule. A notable departure from the legal list group within the past two years was 
New York itself,”® long the great stronghold of the legal list idea. Another of par- 
ticular interest during the past year was Colorado,® where the state constitution itself 
had previously prohibited all corporate investments. New York joined the small 
group of states taking an intermediate position between a mandatory legal list and 
the full freedom of the prudent rule. Colorado, however, went all the way. These 
departures leave only 10 states which still restrict trustees’ investments to bonds or 
other forms of fixed value investments. An effort to take one other state, Ohio, out 
of this group failed during the past year when the governor vetoed a bill which had 
been passed by the legislature. A broad classification of the states into these several 
groups is appénded to this article. 

The states which have taken an intermediate position between legal list and 
prudent rule afford some interesting examples of legislation. With variations, of 
course, the essence of this legislation is to require a certain portion of the trust, 
usually the major portion, to be invested in designated statutory legals, with a 
limited permissive area in which other investments, including stocks, may be selected 
by the trustee under the general rules of prudence. Sometimes certain standards 
of selection are applied to stocks, such as earnings or dividend tests, a requirement 


#® Micu. Comp. Laws §§555.201 and 704.37 (1948). 
2° N.Y. Pers. Prop. Law §21. 
*° Coto. Stat. ANN. c. 176, §126(4) (1935), as amended by Laws 1951, H. 272, effective March 29, 


1951. 
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for registration, and the like. Prior to the amendment of the New York law in 
1950, New Hampshire,** Nebraska,** and South Carolina** were already permitting 
trustees a stated percentage of stocks. The District of Columbia enacted similar 
provisions in 1949,°* to be followed in 1951 by New Jersey,** North Dakota,** and 
Pennsylvania.’ The percentage limitations used vary considerably. In Nebraska 
the total invested in stocks of all kinds may not exceed 50 per cent of the value 
of the trust; in South Carolina 30 per cent; in the District of Columbia and in New 
Jersey 40 per cent. 

In New York the total percentage of discretionary investments permitted is 35 per 
cent, but this percentege must include not only common and preferred stocks but 
any bonds not qualifying under other provisions of the statute. 

This type of legislation has drawn some criticism from extreme advocates of the 
unrestricted Massachusetts rule. They do not like the idea of compromise. To 
them, this form of legislation is only “half a loaf,” part prudence and part something 
else. This criticism is hardly accurate or fair. There is no compromise with the 
principles or the precepts of prudence; the only concession is as to the degree of free 
choice to be permitted by law. The New York and New Jersey statutes, for ex- 
ample, specifically recite in their opening paragraphs, in some of the classic phrase- 
ology of the rule itself, that all investments are subject to the overriding rule of pru- 
dence. That the statutes go on to designate, and in some cases to set standards for 
some of the investments to which the rule applies, leaving others to be selected by 
the trustee, does not at all relieve the trustee of the obligations of prudence with 
respect to any of the investments authorized under any section of the statutes. 

Although the practice is not uniform in all jurisdictions, it might be noted too, 
with respect to this claim of part prudence and part something else, that in some 
states which have operated under an official legal list, such as New York, the courts 
have held that mere selection from an official list does not automatically give im- 
munity from surcharge or criticism, or relieve a trustee from a duty to use pru- 
dence.** For example, in Delafield v. Barrett® the court stated that “the fiduciary 
who invests in securities within the specified classes is not by the statutes free from 
liability for resultant losses if he fails to exercise reasonable judgment and discretion 
in making the investment.” The revealing analysis of the record of the official New 


*2.N. H. Rev. Laws c. 363, §17 (1943), as amended, Laws 1949, c. 134. 

*? Nes. Rev. Stat. §24-601 (Supp. 1947). 

$$. C. Laws §9051 (1942), as amended, Laws 1948, Act 756, and Laws 1951, Act 350. 

**1D. C. Cope (1940), Rule 23, Rules of U. S. District Court for D. C., Local Civil Rules. 

5° N. J. Star. ANN. §3: 16-1 (Supp. 1950), as amended, Laws 1951, S. B. 274 and S. B. 24. 

S°N. D. Rev. Cope §6-0515 (1943), as amended, Laws 1951, H.B. 700. 

*7 Pa. Star. ANN. tit. 20, §821.9 (1950), as amended, Laws 1951, Act 340. 

*® One state where this apparently is not the rule is Virginia. See Powell, The Virginia Prudent 
Man Rule of Trust Investments, 34 Va. L. Rev. 102 (1948). 

*° Delafield v. Barrett, 270 N. Y. 43, 48, 200 N. E. 67, 69 (1936). See also Matter of Frazer, 150 
Misc. 43, 268 N. Y. Supp. 477 (Surr. Ct. 1933); Matter of Blake, 146 Misc. 780, 263 N. Y. Supp. 310 
(Surr. Ct. 1933); Durant v. Crowley, 197 App. Div. 540, 189 N. Y. Supp. 385 (1st Dep’t 1921), aff'd, 
234 N. Y. 581, 138 N. E. 455 (1922); and United States ex rel. Willoughby v. Howard, 302 U. S. 445 
(1938). 
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York list made by the Trust Investment Study Committee of the New York State 
Bankers Asscciation amply demonstrates the reasons for such a view. 

The committee which prepared the New York legislation had carefully con- 
sidered a number of possible alternatives to the existing legal list, including the full 
prudent rule, before deciding to recommend the form of law finally enacted. That 
committee realized that a percentage limitation of the kind mentioned is not ideal 
and presents certain operating problems. Yet our laws are full of many kinds 
of percentage limitations, applicable to investments for other types of investors such 
as savings banks and life insurance companies. None of the objections brought 
against such a law is insurmountable, and its advantages are numerous. Even with- 
out legal compulsion, diversification is common practice. Furthermore, the New 
York committee, no doubt like other committees in other states, was faced with a 
practical and political as well as a theoretical problem and it seemed in the interests 
of fiduciaries to be realistic rather than stubborn. 

To be sure, to an advocate of the full prudent rule, legislation of this restrictive 
type represents something in the nature of “half a loaf.” But would a starving man 
refuse even that? Need we be like a petulant child, who refuses one piece of candy 
because he can’t have the whole bag? After all, what is wrong with compromise? 
Sometimes it is at bottom nothing more than moderation, one of man’s oldest virtues. 
It has its legitimate uses, as every business man, every lawyer, every diplomat knows. 
It is not compromise itself, but what, with what, with whom, and for what purpose 
we compromise, that determines whether it is justfiable. The world will be a more 
difficult place when and if we lose the art of justifiable compromise. What a statute 
of this type does do, is enlarge the range and variety of investments, while retaining 
a requirement for investment of a portion of the trust in sound bonds. Until greater 
latitude can be won, the latter seems a reasonable price to pay for the former. 

A point that sometimes arises in liberalizing an investment law is whether the 
change should apply to existing trusts. Even those who favor broadened powers 
for future use are sometimes reluctant to make them retroactive. Their argument 
is that this in effect is to rewrite the will or trust instrument. Here it is difficult to 
lay down any hard and fast rule. It must always be understood that the terms of 
the individual instrument will govern, subject of course to control and construction, 
if necessary, by the court of proper jurisdiction. But where there is no conflicting 
language in the instrument, it seems unrealistic not to make amendments applicable 
to existing trusts. Most of the states which have liberalized their laws over the past 
decade, have specifically provided that the amended statutes would apply to existing 
trusts. Others have left the matter to the courts. In jurisdictions where frequent 
accountings are the rule, it may be useful to ask the court for a ruling at the time 
of filing an accounting. When the New York law was amended in 1950, no special 
provision covering its applicability to existing trusts was included, but the argument 
was made that previous amendments had been retroactive where there was no conflict 
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with the language of an individual instrument, and in addition there was ground 
for the view that this was already the established attitude of the courts. In Matter 
of Hamersley, for example, Judge Delehanty declared that “the trustees had the 
power to make investments in any securities authorized by statute effective at the 
date of the investment, whether such statutory authorization was extant at the date 
of the will or not.”*° 

Finally, as effectively argued by the New York committee, unless these changes in 
investment laws apply to existing trusts limited to legal investments, there is no 
relief to the very beneficiaries who need it most. Studies made by the New York 
committee and confirmed by reports from many parts of the country indicated con- 
clusively that the vast majority of new wills and trust instruments are being written 
with broad investment powers. Even for the future, however, a reasonable and 
realistic law will protect those who, from choice or through ignorance or accident, 
are brought under its provisions. It should be remembered that many wills are 
silent as to investment powers, and here prevailing law must govern. Others may 
include restriction to legal investments more as a habit of draftsmanship or as a 
matter of general policy, without too great investigation or understanding of what 
such a provision means. The result is often an unfortunate and unintentional re- 
striction. 

Along with this trend toward broadened investment powers, and over approx- 
imately the same period of time, has come another even more striking, and in some 
ways a revolutionary development. This is the growing use by corporate trustees 
of common trust funds. It is revolutionary because it runs counter to the long 
established legal principle that trust assets should not be mingled. For this reason, 
more concerted legal effort was necessary to make them possible. Courts, legislatures, 
and bank supervisory authorities had to be satisfied that the funds could be properly 
set up and administered. Not only was it necessary to obtain amendments to the 
federal tax laws,*’ so that these funds would not be taxed as corporations or associa- 
tions, in order to avoid double taxation, but enabling statutes had to be passed in the 


several states, and the Federal Reserve Board, which had issued regulations govern- 
ing trust operations of national banks which in effect prohibited common trust 
funds, had to be persuaded to amend its Regulation “F” to cover operation of these 
funds. Since the exemption of common trust funds from federal corporate taxes is 
limited to those operated in accordance with the Regulations of the Board of 


“°In re Hamersley’s Estate, 152 Misc. 903, 909, 274 N. Y. Supp. 303, 310 (Surr. Ct. 1934). In 
Hollenbach v. Born, 238 N. Y. 34, 143 N. E. 782 (1924), a statute authorizing an administrator with 
the will annexed to exercise a power of sale was held applicable to the estate of a decedent whose will 
had been probated prior to the enactment of the statute. In Mersereau v. Katz, 197 App. Div. 895, 189 
N. Y. Supp. 847 (2d Dep’t 1921), aff'd, 233 N. Y. 540, 135 N. E. 909 (1922), and in Matter of 
O'Donnell, 221 N. Y. 197, 116 N. E. roor (1917), laws authorizing the Supreme Court to empower 
trustees to mortgage or sell real property were applied to estates already in existence at the time the 
laws were adopted. The constitutionality of such statutes was upheld in Matter of West, 289 N. Y. 
423, 46 N. E. 2d 501 (1943), aff'd sub nom. Demorest v. City Bank Farmers Trust Co., 321 U. S. 36 
(1944). 

“Int. Rev. Cope §169. 
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Governors of the Federal Reserve System, the effect is to make these regulations 
applicable to all common trust funds. All of this required time and careful negotia- 
tion. It is not necessary to tell here the story of how these obstacles were overcome, 
but the development of the common trust fund, although limited to institutional 
trustees, is a definite part of the efforts of trustees in recent years to improve their 
techniques and their service. 

Common trust funds are designed especially to serve the smaller trusts. By 
centralizing investment supervision, making possible more frequent review and 
broader diversification, better results should be obtained. There are also savings in 
operating costs, enabling trust institutions to accept and administer trusts of smaller 
size than would be practicable otherwise. Although one usually thinks of a trust 
fund as of substantial size, and some of them do represent very large fortunes, in so 
far as figures are available (and there are none at all for individual trustees) they 
indicate that by far the larger number of trusts handled by corporate trustees are of 
surprisingly small size. A survey made some years ago by the Trust Division of the 
American Bankers Association indicated that more than half of all trusts admin- 
istered by trust institutions—54 per cent to be exact—had an annual income of less 
than $1,200. A little over 73 per cent of the trusts had an annual income of less 
than $3,000 a year, with an average income of only $788. Not quite 3 per cent of 
the more than 144,000 trusts on which the survey was based reported income of more 
than $25,000. 

When the Federal Reserve regulation on common trust funds became effective in 


1937, the maximum participation in such a fund permitted to any one trust was 
$25,000.47 As common trust funds began to be established and seemed to work well, 
the limit was raised in 1945 to $50,000,** and again last year to $100,000." At this 
writing three states, New York,** Minnesota,*® and Pennsylvania,*” have raised their 
own limits to $100,000, and Georgia,** interestingly enough, has lifted its maximum to 
$150,000, apparently to be prepared for some further increase in the Federal Reserve 


maximum in the future. 

Though at first slow to take hold, the common trust fund idea, like the enlarge- 
ment of investment powers, has grown rapidly in recent years. As recently as 1937 
only 5 states permitted common trust funds. Today, 38 states have authorized them, 
and at the time this is written more than 100 separate funds have been established. 
Although exact figures are not available, as the funds are still growing, in July of 
1951 the Trust Division of the American Bankers Association estimated that com- 
mon trust funds already established held total assets of approximately $600,000,000. 
Information gathered by Trusts & Estates indicated that this total represented par- 


“2 12 Cope Fep. Recs, §206.17 (1938). “8 12 Cope Fep. Recs. §206.17 (1949). 
‘416 Fep. Rec. 1621 (1951). *°N. Y. Banxinc Law §100-C. 

“* Minn. Stat. §48.84 (1941), as amended, Laws 1951, c. 165. 

*7 Pa. Stat. ANN. tit. 7, §819-1109 (1950), Laws 1951, Act 162. 

** Ga. Cope ANN. §109-601 (1933), as amended, Laws 1951, Act 322. 
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ticipation by nearly 40,000 individual trusts. A list of the states which have 
authorized common trust funds is appended to this article. 

Common trust funds are of two kinds, discretionary and legal. A discretionary 
common trust fund has broad investment powers, and is open to trusts with similar 
powers. A legal common trust fund, as the name implies, is used in states where 
there are restrictions on investments legal for trustees, is itself limited to such in- 
vestments, and is operated for individual trusts which in turn are so limited. It is 
important that the status of a participation in a common trust fund, especially in a 
legal common trust fund, be clearly established as an entity. Some laws specifically 
so provide; in New York there are decisions to this effect, although the only one so 
far by the highest court dealt with a discretionary, rather than a legal fund. The 
point is of special interest where a legal common trust fund is used under a law 
permitting a limited percentage of discretionary investments. Establishment of a 
participation in the legal common trust fund as a legal investment as an entity avoids 
any necessity to look through the device of the common trust fund to the securities 
and the diversification of the securities within the fund. 


III 
Tue MEANING OF LIBERALIZATION: TRUSTEES, STOCKS, AND PuRCHASING PowER 


Having looked at some legal landmarks and noted the ground swell toward 
greater freedom in investments, we may consider for a moment, in the light of what 
has gone before, the meaning and proper uses of these broadened investment powers. 
We have already noted that the prudent rule states and legal list states divided 
early over the use of stocks. And as the principal effect of the liberalized investment 
laws of recent years is a wider use of stocks, it is here that we may well center our 
attention. 

The principal reasons for the use of stocks have often been pointed out. They 
were summarized in some detail and with considerable documentation in the report 
of the committee which prepared the 1950 changes in the New York law.™ Briefly 
they are: (1) increased diversification, (2) increased income, (3) possibilities of 
growth. Associated with this third reason at the present time is the fear of inflation 
and a desire for protection against it. 

The first two reasons have been thoroughly discussed, are pretty generally ac- 
cepted, and need little comment here. The first comes about simply because there are 
a number of representative companies in leading industries with no publicly held 
debt, so that investment in these important units of American industry is possible only 


“* Matter of Hoagland, 297 N. Y. 920, 79 N. E. 2d 746 (1948), affirming 272 App. Div. 1040, 74 
N. Y. S. 2d g11 (1st Dep’t 1947), which affirmed 194 Misc. 803, 74 N. Y. S. 2d 156 (Surr. Ct. 1947); 
Matter of Bank of New York, 189 Misc. 459, 67 N. Y. S. 2d 444 (Surr. Ct. 1946); Matter of Conti- 
mental Bank & Trust Co. of New York, 189 Misc. 795, 67 N. Y. S. 2d 806 (Surr. Ct. 1946); In re 
Bank of N. Y. and Fifth Avenue Bank (Estate of Cornelia Prime), Suffolk County, Sur., New York Law 
Journal, Oct. 2, 1951, p. 699. 

5° REporT OF THE Trust INVESTMENT STUDY ComMITTEE (TRust Diviston, New York STATE BANKERS 
Ass’N, 1949). 
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by means of stock. With respect to the income argument, perhaps it should be said 
that an advantage in favor of stocks is normally to be expected, because of their greater 
sensitivity and non-contractual nature. Also, this advantage needs to be balanced 
against the regularity and continuity of bond income. Again, as recent wide spreads 
between stock yields and bond yields have resulted from unusually low bond yields 
on the one hand and record corporate earnings and dividends on the other, some 
narrowing of these spreads in the future would not be surprising. 

It is the argument for growth, and through this growth a protection against infla- 
tion, that produces most of the controversy. It hardly need be said that no one objects 
to growth, in either principal or income. It is always a pleasant result in any invest- 
ment. The comments submitted here have primarily to do with some problems 
involved in the quest for growth, with the attitude of a trustee toward this quest, 
and with the claim that not money value alone, but the purchasing power of that 
money, is the thing that trustees should strive to preserve. 

Concern over purchasing power is not a new phenomenon. It arises in practically 
every period of inflation and high prices. Indeed one of the disturbing aspects of 
the matter is the long record of the varying value of money in the past. And the 
fate of certain other currencies and standards of value is compelling reason for doing 
all that we can to preserve the value of our own. But a glance backward may pro- 
vide perspective, and perhaps even a bit of comfort against some of the more alarmist 
views for the future. 

Chart I shows a record of the purchasing power of the dollar measured against 
commodity prices from 1800 through 1950, with 1926 taken as the base year. Sev- 
eral things are worth noting. First of all, the buying power of the dollar at the 
moment is at just about the lowest point for the past 150 years, hence our acute and 
justifiable concern. Next, periods of declining purchasing power have accompanied 
every major war, only to be followed eventually by periods of price deflation and 
rising purchasing power. It is also to be noted that the buying power of the dollar 
has been above base value for a far greater portion of the time during the last 150 
years than it has been below; also, its buying power was higher at the end of the 
nineteenth century than at the beginning. There have been long periods of rising 
purchasing power, which in general have about equalled in extent and duration 
periods of falling purchasing power. The longest period of declining trend, with 
only minor interruptions, was from 1896 through 1920, and was exceeded by approx- 
imately 5 years by the previous period of a generally rising trend, from 1865 to 1896. 
In view of this 150 year record, and notwithstanding the inflationary pressure all 
about us, is it yet necessary to assume that there will never again be a turn, even for 
a time, in the other direction? Moreover, for many investors, including many 
trustees, it is entirely possible that intermediate swings, of from 10 to 20 years’ dura- 
tion, may be of more practical importance than any underlying long term trend. It 
would be foolish in the extreme not to recognize the seriousness of what is happen- 
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ing to our dollar, but it may do no harm to remember that we have survived cries 
of calamity before. In 1806, at the beginning of what was to prove one of the most 
brilliant centuries in British history, William Pitt, one of Britain’s most brilliant 
statesmen, said “there is scarcely anything around us but ruin and despair,” and 
near the middle of the same century a despondent Disraeli declared: “In industry, 
commerce and agriculture there is no hope.” 

And just as fluctuations in purchasing power are not new, neither are attempts 
to compensate for them. In fact they are probably as old as the discovery that 
money can vary in value. Professor Sumner Slichter’s recent proposal for a Treasury 
savings bond payable in purchasing power, or in an increased amount of dollars 
according to a rise in the cost of living index, is at bottom only a new and modern 
variant of an old idea. Payment of money contracts in goods, or a modified form of 
barter, is said to have been used in both Roman and Elizabethan times. We are 
told that Adam Smith himself toyed with the idea of a standard of value stated in a 
selected group of commodities, but concluded that it was unsatisfactory. In Revo- 
lutionary times Massachusetts actually established by law and tried for several years 
a so-called “tabular standard” in an effort to cope with its depreciating paper money. 
Soldiers in the Continental Army had suffered unusual hardship because prices 
would rise between the time when they were paid in paper money and the receipt 


a Net toasts 


ARENT athe 
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of this payment by their families. In 1780, therefore, Massachusetts passed a law 
providing for payment of its notes which were issued to soldiers on the following 


basis :>* 


Both Principal and Interest to be paid in the then current Money of said State, in a 
greater or less Sum, according as Five Bushels of CORN, Sixty-eight Pounds and four- 
sevenths Parts of a Pound of BEEF, Ten Pounds of SHEEP’S WOOL, and Sixteen 
Pounds of SOLE LEATHER shall then cost, more or less than One Hundred and Thirty 
Pounds current Money, at the then current Prices of the said Articles. 


The experiment apparently was not satisfactory, and was finally abandoned in 1786, 
several years ahead of the time originally set for its expiration. 

Perhaps the best known proposal of this kind during more recent times was the 
late Irving Fisher’s “compensated dollar,” which he began to discuss actively about 
1913 and had developed in detail by 1920."* The essence of Fisher’s scheme was that 
the gold content of the dollar would vary according to variations in the wholesale 
price index. In some of his earlier discussions Fisher argued that the main reason 
for the failure of previous proposals of this kind was the lack of a suitable index. 
Whether or not we agree with his assumptions that we now have such an index, it 
is interesting to recall that he attracted considerable sympathy and approval.** Even 
those who were most critical of his proposal admitted the care and the skill with 
which he expounded it, but his scheme never won sufficient support to make any 
headway at all toward a practical trial.®* 

In times like‘ the present it is easy to forget that periods of rising purchasing 
power can also bring hardship, but of course to different groups from those affected 
by falling purchasing power. Producers and creditors, for example, are hurt by 
falling prices just as recipients of fixed incomes are hurt by rising prices. Low 
prices, however, are most often associated with depression and low business activity, 
so that attention is then concentrated upon ways to revive business and increase prices 
rather than consciously and directly upon ways to decrease purchasing power. And 
just as periods of falling purchasing power produce proposals and schemes for pro- 
tection, so too in periods of falling prices do proposed remedies appear. We have 
already noted the long period of falling prices in the last two decades of the nine- 


*} Willard C. Fisher, The Tabular Standard in Massachusetts History, 27 Q. J. Econ. 417 (1913) 
(Harvard Univ. Press). 

52 InviING FisHER, STABILIZING THE DoLiarR (1920). 

®8 Among those who expressed approval of Fisher’s scheme was President Hadley of Yale. For some 
dissenting views see Anderson, On the Practical Impossibility of a Commodity Dollar, The Chase Economic 
Bulletin, Dec. 13, 1933, p. 3, and Harry D. Gipeonse, THE Commopiry Dotiar (1938). 

* With respect to Professor Slichter’s proposal for a “compensated savings bond,” certain practical 
questions seem to arise. Presumably the proposal would apply only to savings bonds, the amount of 
which for any one holder would have to be strictly limited. Existence of an issue with “built in” pro- 
tection against inflation would create strong competition for other Treasury issues. Extension of the 
proposal to other issues would encounter difficulties of the sort which Irving Fisher himself recognized 
as arising out of what he called the “great network of contracts binding one generation to the next.” 
There is also a question as to whether the Treasury would benefit from falling prices by being permitted 
to pay the bonds in lower dollar amounts. 
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teenth century. It is interesting to recall that these were the years of bi-metalism 
and free silver, of William Jennings Bryan and his “cross of gold.” 

The truth of the matter seems to be that in spite of the efforts of many investors 
in many places to protect themselves against the falling value of money, so far no 
magic formula has emerged. What has seemed to work well at one time and place, 
in one inflation, has not always suceeded somewhere else. Sometimes the effort takes 
the form of a flight from one currency to another. This method has little appeal 
today, due to exchange restrictions and the dominant position of the dollar. Ex- 
change of money for physical assets raises the question as to what assets. Gold and 
commodities, even if the former were available, are impracticable for trustees be- 
cause they produce no income and involve storage problems. Real property may 
become unproductive and can invite crushing taxation. But the search for pro- 
tection continues and stocks provide at least one medium that is convenient and 
available to all. 

Here too, however, the record is not uniformly conclusive. Those who have 
studied past inflations seem to have found a widely varying performance among 
different kinds of stocks at different times and places. In no instance do they seem 
to have provided complete protection. Even in those instances where they provided 
a measure of protection there has been no uniform pattern. There have even been 
instances in which bonds received preferential treatment in revaluation. 

Nor is there any close or consistent relationship between commodity prices and 
stock prices in general. The course for both from 1871 through 1950 is seen on 
Chart II.5® Unfortunately, it is difficult to take the comparison behind 1871, due to 


meager data as to stock prices for earlier years. Instead of any consistent relationship 
there are some rather notable periods of divergence. The most striking was during 
the period from 1915 to 1930, which included the rampant bull market of the late 
1920's, when stocks rose sharply against a generally stationary trend for commodity 
prices. It is also interesting to note that stocks failed to follow the sharp rise in 


5 Perhaps the subject has had insufficient study and sometimes satisfactory data are hard to find. 
For some comment on European experience after World War I see Wright and Henn, Security Prices 
and Inflation, The Commercial and Financial Chronicle, August 28, 1947, §2, p. 8. They point out, 
for example, that in Italy fire insurance stocks seemed to fare best, in France textiles, in Austria mining 
stocks, and in Germany chemicals. The record of all is most uneven and in no instance exactly paralleled 
commodity prices. 

It is often argued too that stocks representing physical assets or commodity values are ideal inflation 
hedges. But they have not always proved the better market performers. In the last several years the 
petroleum companies have seemed to bear out this argument, but with high demand for their products 
and a delicate world supply situation it is hardly necessary to conclude that their performance is due 
solely to inflation. Other brilliant performers have been the chemicals not ordinarily chosen for 
inflation protection, and even a stock like General Motors, where high labor costs and the necessity for 
purchases of large quantities of raw materials would seem to disqualify it as an inflation hedge. More 
recently the utilities, surprisingly enough, have advanced, although a regulated industry normally stands 
to be hurt rather than helped by inflation. 

5° The present Consumers’ Price Index of the Bureau of Labor Statistics would be a better measure 
of the consumer’s cost of living, but it has been computed for only about half of the time shown on the 
chart. Also, general commodity prices, representing a wide variety of items, probably are a better 
reflection of costs throughout the whole economy. 
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wholesale prices which began in 1945 and continued through 1948. For the last year 
or two both curves have been moving generally in the same direction, although the 
rate of gain varies considerably. 

In observing these movements it wili be well to remember also that inflationary 
periods do not necessarily insure high profits. During the period of inflation there 
may be rising profits and often increased dividends, but costs eventually become 
troublesome, and in the deflation which usually follows inventory shrinkages and 
falling sales may mean serious losses before costs can be brought under control. At 
the present time high taxes complicate the picture, but many managements have 
complained also of rising costs, and interim corporate reports already appearing 
clearly illustrate the effect of both upon net incomes, notwithstanding record sales 
volumes. Nor are rising profits and stock prices always due to inflationary in- 
fluences, for they often accompany normal recoveries and national prosperity. 

Even if we plot the two curves of Chart II on the basis of 10-year moving averages, 
giving both of them a smoothed trend, we find no consistent relationship. This is 
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seen in Chart III. True, since about 1900 an upward secular trend is observable in 
both curves, but not at all in close correspondence between the two. It is interesting 
to compare this record with some conclusions reached in a study of British share 
prices from 1870 to 1939.°7 The British study, which compared stock prices with 
commodity prices on the basis of 25-year moving averages, found a generally rising 
trend for stock prices throughout the period, but made the following additional 
observations :°° 


CHART 3 
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The long term course of ordinary share values is ascendant throughout. The trend of 
[commodity] prices for practically half its course is descendant or horizontal. The 
whole net rise is achieved after the course has passed the middle point chronologically and 
the rising tendency has petered out before the end. .. . changes of gradient in the price 
trend do not synchronize with changes in the share trend. .. . Finally, the steepest rise 
in the share curve is associated with a “stationary” phase of the commodity price curve. 

The conclusion to be drawn from the comparison of behavior of the two curves is of 
particular importance to investors. During the years from 1870 onwards, the rise in share 

: HARGREAVES PARKINSON, ORDINARY SHARES (London, 1944) (London, rev. ed. 1949). 

Id. at 50. 
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values outstripped the rise in general prices. Rising equity values, that is the “price” of in- 
dustrial risk-bearing capital, were not merely a function of the changing value of money. 

Comparisons of this kind are helpful only if their purpose is clearly understood. 
It is not contended that they answer all the questions that may be raised. The object 
in making thém is not at all to say that stocks cannot, or do not ever, afford pro- 
tection against a rise in general prices. It is simply to highlight the weakness in 
what seems to be a rather widespread reliance upon some inevitable correspondence 
between the two. 

Next, wholly apart from any question of inflation, it might be noted that even 
though a long-term growth trend can be established, this does not dismiss the 
problem. Growth proceeds unevenly from time to time, and among companies and 
industries. Timing and selection remain of great importance. The Cowles Com- 
mission™ index of all stock prices indicated an annual average rate of growth of 
approximately 1.8 per cent from 1871 to 1939 when the study ended. But there are 
wide and prolonged swings around this :~':g-term trend. And with stock prices, as 
with commodity prices, in many instances these intermediate swings of reasonable 
duration can be of far more practical importance than any established secular trend. 
An average annual rate of growth of about 2 per cent is small comfort to a man who 
loses a large part of his fortune in a 1929 crash. Furthermore, no investor buys or 
can buy the whole market, or seldom even a whole index, and the importance of 
selection is easily illustrated. 

Out of the Dow-Jones index of 30 industrials, for example, fully a dozen, all stocks 
of leading companies, could be found which have not participated in the advance of 
the past 15 years. This same index, after 22 years, is still more than 100 points below 
its high of 1929, yet 13 individual stocks in the index are actually above their 1929 
highs. The 1951 high to date for this same Dow-Jones index is about 22 per cent 
above its 1946 high. Yet a recent computation by associates of the writer indicated 
that if $100 had been invested at the 1946 high for the index, in the 30 individual 
components of the index, 13 of these $100 investments would at this writing be below 
their 1946 values, notwithstanding the rise in the general market.” 

Of course examples could be cited of spectacular growth in individual instances, 
but stock prices do not always parallel growth in sales, assets or earnings. The rail- 
road industry provides some conspicuous examples. In other industries such out- 
standing companies as American Telephone, American Can, General Electric, and 
U. S. Steel are bigger than ever, with sales, net income, and book values all having 
reached record peaks, yet their stocks are far below previous highs. Again, earnings 
do not always parallel growth in other respects. Such prominent companies as 
Consolidated Edison of New York, Chrysler, Texas, and Kennecott have achieved 
new highs in total revenues, yet their incomes are well below previous highs. The 


** Common Stock Prices (Cowles Commission for Research in Economics, 1939). 
*°In all these comparisons adjustments have been made for changes in the number of shares out- 
standing. Allowance should be made for market changes since this paper was written. 
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25 largest corporations in the country today are not the same ones that were the 
25 largest 25 or 50 years ago. A speaker at the Midwinter Trust Conference of 1948, 
discussing the effect upon investments of research and new inventions and emphasiz- 
ing the rapid changes and criss-cross patterns produced by technological develop- 
ments, posed the question as to what pattern, if any, emerged to guide investors. 
“The answer,” he said, “is none—except change. Change that will come in greater 
quantity and in greater variety. Change that will be hard to forecast and difficult 
to weigh.”*! In the same vein is a further comment from the study of British 
Ordinary Shares previously referred to.®* Although this study reached conclusions 
generally favorable to common stocks, it inserted a number of cautionary notes, 
including the following :* 


At no time in history is it wise to assume that the progress of any nation will continue 
uninterruptedly, as a matter of course. All history gives the lie to such a complacent 
belief. The average value of a representative British industrial share portfolio increased, 
broadly, at a rate of about 2-%4 per cent per annum during the seventy years between 1870 
and 1939. No investor, however, is entitled to assume, as a consequence, that if he buys 
a well-assorted portfolio of industrial shares now and uses every future precaution to ensure 
that it remains reasonably representative of a changing market, its capital value will in- 
evitably have increased by 100 per cent, 200 per cent, or any other given percentage, in 
half a century’s time. 


In short, a confident and indiscriminate reliance upon secular growth trends is no 
proof against disillusionment or disappointment. 

In view of the difficulties presented why, it may be asked, do trustees invest in 
stocks? The answer is found as much in certain general observations as in any 
particular statistics. Stocks have become more and more an accepted part of the in- 
vestment field and the capital markets. Information about them and facilities for 
studying them are more extensive than ever before. The markets in which they are 
traded are more firmly regulated and less subject to the deliberate manipulation which 
at times in the past gave them risks wholly unrelated to investment values. For 
those who want the rewards, and the risks, of ownership, they offer a wide variety of 
opportunity for participation in the fortunes of American industry. They have 
their own characteristics, and it is for these that they are bought by understanding in- 
vestors. But it is important that they be bought for what they are, and not for 
something else. As the New York committee stated, the form of an investment 
alone should not be the sole determinant of its usefulness. Neither should the need 

* Soule, Research and New Inventions: Their Effects on Investments, The Trust Bulletin, April, 
1948, p. 9. 

®2 PaRKINSON, OP. cif. supra note 57, at 255 (1944 ed.). 

*8 Of possible interest as a comment on the present scene is the concluding paragraph from Marriner 
Eccles’s recent book: “Even in our own country we face an ironic paradox. The economic and social 
problems that are glossed over during a period of defense production or war will come to the fore with 
increasing severity if we at last attain the sought-for world at peace. How fully to produce and distribute 


our abundance under conditions of full employment within the framework of our free-enterprise system 
will continue to be the great challenge for future generations.” Marriner S. Eccies, BECKONING FRron- 


TIERS 499 (1951). 
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for discrimination and continued watchfulness disqualify an investment or deter a 
trustee from using it. Few investments are “foolproof.” In the well-worn words of 
the Harvard College case, the capital is always “at hazard.” The problem for all 
investors, including trustees, is to find the appropriate program, the appropriate 
securities, or the appropriate combination of securities, for the purpose to be served. 
And as purposes vary, so will programs vary. In the confused and tangled scene 
around us, there is no substitute for careful analysis, good judgment, and perhaps 
we should add, an occasional smile from whatever gods watch over the fortunes of 
investors. 

Do these comments about purchasing power, and some proposals for protecting it, 
begin to throw a little light upon the obligations of a trustee? It seems not without 
significance that in the long history of trusteeship as we know it, there never has been, 
and in justice there cannot be, any legal obligation to do what so many prudent men 
have failed to find a dependable means for doing. And until there is more stability 
in our economy, or better protection against instability, we should be cautious 
about assuming as a moral obligation something which neither law nor custom has 
ever required. Aside from the imperfect record of various attempts at protection, 
there are certain other practical problems. Whose purchasing power is to be pre- 
served, the life tenant’s or the remainderman’s? Fluctuations in purchasing power 
and market values are often in different directions. A remainderman is not always 
interested in the purchasing power of the beneficary. Issues with growth character- 
istics often yield little income, so that a life tenant may not wish to wait years before 
principal appreciation is available to produce more income. Would a trustee’s per- 
formance be measured in terms of a price index? A dollar is at least the same dollar 
to every holder, regardless of what it is spent for or what taxes it pays. The 
components of a composite price index may or may not be of equal importance to 
different persons. Money obligations and assets expressed in money values normally 
constitute the corpus of a trust. Therefore, wherever it is customary or desirable 
to judge a trustee’s performance in terms of some external measure, why substitute 
for the legal unit of currency a composite index which is itself computed in terms 
of money ? 

Falling purchasing power hurts all recipients of fixed incomes. Protection comes 
to some through normal salary increases, and certain workers in industry are further 
protected though escalator clauses in wage contracts based on the cost of living. 
Salary increases, however, are paid from the earnings of active businesses, whose ob- 
ject is to make money and to grow. The situation is somewhat different with a trus- 
tee, working with a fixed amount of money which he must endeavor to preserve. As 
we have already seen, there are limits to what he can hope to do. “There is no 
principle upon which a person who is vested with the title to property as trustee for 
a particular purpose can be authorized to invest it in speculative adventures and no case 
has been cited or has been found which authorizes such a disposition.”** We shall 


**English v. McIntyre, 29 App. Div. 439, 51 N. Y. Supp. 697 (1st Dep’t 1898). 





INVESTMENT Practices oF Trust CoMPANIEs 153 


not attempt here any precise distinction between speculation and investment. Often 
the line is thinly and faintly drawn, but any doubts must be resolved in accordance 
with the judgments of the cases and the motives of prudent men looking to a 
permanent, not a temporary or a venturesome disposition of their funds. But al- 
though he must disregard the “optimism of the promoter” and “eschew the exuber- 
ance of the speculator,” a trustee is not, of course, excluded from the gains which 
come with economic growth and national prosperity to those enterprises which have 
established themselves in the confidence of investors. In the words of the New 
York committee, “in so far as he is a partner in sound enterprise, to that extent, pro- 
vided he is diligent and prudent in his partnership, he may look forward to a part- 
ner’s ultimate rewards.” 

The indictment on the score of purchasing power is not against trustees or the 
securities they purchase. It is rather against our larger failures in the whole field of 
politics and economics, the continuing stupidity of war, and everything that con- 
tributes to the chronically cyclical nature of our economy. Let no one suppose, 
however, that trustees are indifferent to the pinch of low income and low purchasing 
power. It is to do something about it that they have been seeking greater latitude. 
This, in essence, is the meaning of the liberalization of investment laws which is 
taking place all over the country—to increase the range and flexibility of their selec- 
tion, to untie their hands and give them more freedom of action to protect themselves 
and their beneficiaries from the shocks and surprises of a changing world. 

There is one type of trust, however, in which the use of stocks deserves a special 
word. This is the trusteed pension fund. Employee pension plans have grown 
rapidly during the last 10 years, since changes in the Internal Revenue Code in 1942 
gave them special impetus. At that time there were probably less than 1,000 plans 
in existence; today there are nearer 10,000. Needless to say, these funds have become 
an important factor in the investment markets. It is estimated that annual additions 
to employee pension funds are running not far from $2,000,000,000 a year, with 
probably at least half of this amount added to trusteed plans. 

Pension plans vary widely in structure and in purpose, in types of benefit, methods 
of financing, and other details. There are fixed annuity plans, profit sharing plans, 
terminal payment plans, and so on. The type we have in mind here is a trusteed 
plan designed to provide fixed annuities stated in dollars, these pensions or annuities 
determined according to a formula related to salaries or wage scales. Some of these 
plans carry supplemental benefits, but the fixed annuity is the chief feature. 

We are handicapped in discussing pension funds due to lack of accurate and 
comprehensive statistics.°° There seems no doubt, however, that here, as with per- 
sonal trusts, there has been a definite swing in recent years toward a wider use of 
common stocks. Earlier thinking on investments for pension trusts ran heavily 


*5 Two studies of the pension field are now in progress, which it is hoped will develop useful informa- 
tion, one by the Brookings Institution and one by the Twentieth Century Fund. The results are not 


available at this writing. 
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toward fixed income securities. This was due to their distinctive nature and purpose. 

Experience with a number of plans prior to World War I had demonstrated the 
importance and necessity of a sound actuarial basis and adequate reserves. Pension 
plans are constructed upon certain actuarial assumptions. One of them is that annual 
contributions over the active service of the employee, invested at an assumed rate of 
interest, will accumulate the necessary reserves. It is customary and desirable, at 
regular intervals during the growth of the plan, to test actuarial assumptions and 
compute an actuarial valuation, to determine whether accumulating assets are abreast 
of estimated pension liabilities. It follows logically in a plan of the sort we are 
discussing that stability of the principal and income of invested assets is an important 
contributing factor. Naturally, therefore, securities with fixed rates of interest and 
fixed maturities lend themselves ideally to such a plan; further to insure the ade- 
quacy and soundness of reserves, the securities used should be of high quality. The 
general point of view was reflected in a study by the Committee on Employee Trusts 
of the American Bankers Association. Discussing the conclusions of the study the 
Chairman of the Committee stated in 1945: 


The study moreover took pains to emphasize the need of conservatism in the selection of 
securities for invested plans. The trustee should seek to obtain as much income as is 
reasonable under market conditions as they exist from time to time, but this should be 
secondary. It should counsel against actuarial computations based on a yield so high that 
the trustee is forced to endanger the principal in efforts to carry out a too ambitious in- 
come program. 

The trustee should never lose sight of the fact that employes’ trusts are primarily for the 
purpose of providing for the welfare of employes and their benficiaries after the earning 
power of the employes diminishes or ceases. 

The study urges prudence and the setting of investment sights along truly conservative 
lines to safeguard this welfare always irrespective of the latitude given the trustee under 
the investment powers in the plan or trust agreement. 


These comments may serve as a starting point from which to consider the trend 
of more recent years. There are several reasons for the increased use of stocks in 
pension trusts, among the more important of which are the following. 


(1) The very low yield of recent years on high grade, fixed income securities and the 
wide spread between this yield and common stock yields, as already referred to earlier 
in this paper; 

(2) the rapid growth of pension funds and the pressure of this investment demand upon 
the high grade bond market; 

(3) the growing costs of pension funds and the desire of managements to finance them 
as economically as possible. 


With the principle of compound interest at work, the rate of return used in a plan 
can be a vital factor. Therefore, it is probably a fair statement that it is the better 


°° Activities of Committee on Employees’s Trusts, Journal of Commerce and Commercial, May 15, 
1945. 
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yield from common stocks that has been most important in winning them acceptance 
as suitable investments for this type of fund. It has been estimated that an increased 
earnings rate of around /, of 1 per cent will mean a reduction in the ultimate cost 
of the plan of from 12 per cent to 14 per cent. Therefore, in these days of rising 
wage and other costs employers and employees are naturally interested in getting as 
much as possible from their money. The use of stocks, however, variable as to both 
market value and income, and having no stated maturity, increases the possibility 
of instability in both principal and income. Nevertheless, even after allowance for 
dividend variations, considerable evidence can be adduced to the advantage of stocks 
on grounds of better average income over a period. The big question arises over 
possible market fluctuations in a fund of this kind. True, at present the customary 
practice in using stocks is to value them for actuarial purposes at cost, ignoring 
market fluctuations. There is still some question, however, as to whether this is 
necessarily the best method, or will always be the customary and approved method. 
It is true too that in many funds no liquidation of principal is expected for many 
years, so that there is no present likelihood of forced liquidation in a depressed 
market. But a more important argument, and one often advanced to justify their 
use in this type of fund, where accumulating assets are held against actuarially com- 
puted liabilities, is the unusual opportunity for dollar averaging. The annual con- 
tributions give them a distinct advantage in this respect over a closed fund. 

This advantage is shown graphically on Chart IV, which compares market values 
as a percentage of book cost of several hypothetical funds from 1929 to 1950. The 
solid line plots the value, as a percentage of cost, of a fund based on investment of 
equal annual amounts during the period, with reinvestment of annual dividend in- 
come in additional stocks. The broken line plots the same percentage value of a 
fixed fund invested in 1929, with no subsequent principal additions, but with rein- 
vestment of annual income. The dotted line shows the value of an original fixed prin- 
cipal investment, excluding any reinvestment of annual income. Note the superior 
performance of the top line, and note that the bottom line, with no averaging of any 
kind, had not after 21 years recovered its original value. 

Few pension funds, however, and certainly few trusteed plans designed to provide 
fixed future annuities, will be invested altogether in stocks.” The more customary 
program would involve a mixture of stocks and bonds, the proportions varying with 
the circumstances of the individual fund. Although exact information is not avail- 
able, it seems to be true that in the vast majority of funds where stocks are used, they 
constitute the smaller portion of the fund. They provide the extra income and the 
major fluctuations, with reliance upon the larger investment in bonds for stability. 
An illustration of a hypothetical fund of this kind is shown in Chart V. Here 
a fund is assumed to have started at the end of 1929 and continued through 1950 with 


®? There are some exceptions in plans other than those of the fixed annuity type. A notable one is 
the Sears Roebuck plan, which is invested in the company’s stock and at last reports held around 23% 
of the total issue. 
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annual increments, including income, invested 20 per cent in Dow-Jones industrials 
and 80 per cent in Moody’s Aaa corporate bonds. These percentages are chosen 
simply for illustration. For simplicity the bonds are taken at par throughout the 
period, although annual investment in bonds is made at prevailing yields. The 
justification for taking bonds at par is the generally rising trend of bond prices due 
to declining interest rates during the period covered.** The fluctuation of the stock 
section of the portfolio is clearly shown, as well as the heavy stabilizing influence 
of the bonds. The combined value, of course, is the thing that counts against the 
fund's liabilities, but pension trustees and managers will want to follow closely the 
performance of all sections of the portfolio. 

To this diagrammatic demonstration certain observations should be added. First, 
the very emphasis placed upon dollar averaging implies an expectation of some 
declines against which protection is desired. Next, such a plan must be followed 
systematically. Failure to make purchases at low prices will seriously interfere with 


** Calculations to adjust for maturities and refundings affect cumulative bond yields rather than 
principal values. 
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satisfactory results. This raises an important question as to whether management 
will have the means, and trustees will take the decision, to continue purchases in 
the face of corporate losses and declining markets in anticipation of an ultimate up- 
turn. Continued buying under such conditions also raises a subtle question touching 
upon the use of that judgment and discretion required of prudent men, for con- 
tinued buying in the face of adversity is justified only on the basis of a solid faith 
in the precedent of an eventual upturn. Perhaps the answer, at least in part, is the 
fact that so far such plans have worked well; in fact of all of the formulas for 
stock investing of which we have heard so much of late, the principle of dollar 
averaging is simplest in application and seems most likely to produce satisfactory 
results. A further question, of not much more than academic interest at the present 
time, will eventually arise when funds now using dollar averaging come to maturity. 
Whether maturity happens to coincide with high markets or low markets would 
seem to have an important bearing on future investment policy. A more immediate 
question arises concerning possible withdrawals during depression years. It is some- 
times argued that in poor years employment would fall, so that required employer 
contributions would also fall. But severance may involve substantial withdrawals 
from the fund, just at a time when they are most disadvantageous. Some funds 
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make a practice of investing all employee contributions, if any, in United States 
Government securities. Dollar averaging can be used to good advantage in pension 
trusts, but here again there should be no bland assumption that a present mathe- 
matical calculation has solved all future questions and insured only a brilliant result. 

Although the charts do not show income, it can be stated that the hypothetical 
fund on Chart V shows a cumulative yield advantage over an all-bond fund. This 
advantage is reflected naturally in the final over-all result. During the first 6 years 
of this hypothetical fund, the yield advantage was with bonds, but about 1936 stock 
yields began to move ahead and thereafter maintained a distinct advantage, giving 
the combined portfolio better than an all-bond yield. It should be remembered, 
however, that throughout most of this period interest rates were declining and 
corporate earnings and dividends were increasing, resulting in the last several years 
in an unsually wide yield spread between stocks and bonds. 

We should be cautious about projecting these spreads too far into the future. 
Bond yields apparently have already passed their low point, whereas corporate earn- 
ings and dividends may have passed their high point. Moreover, with many of the 
pension funds established in recent years using actuarial rates of 2-', per cent, and 
with the yield from Moody’s Aaa corporate bonds having increased to around 2.95 
per cent from about 2.66 per cent in 1950, it is easier to meet and even exceed actuarial 
requirements through very conservative programs, so that stocks begin to lose some 
of the strong income appeal of recent years. 

The argument for growth is also used in support of stocks for pension trusts. In 
these funds, however, even more than elsewhere, it seems to carry somewhat less 
conviction than the income argument. The annuities which pension trusts provide 
are not to come into effect for many years, and no one knows what the purchasing 
power of these future pensions may be. In the type of plan we are here considering, 
contributions are made right up until the time of retirement, and these contributions 
will be based upon the employee’s salary or wages. In some plans the measuring 
compensation is the average compensation for a stated period of years prior to re- 
tirement. It would seem, therefore, that the proper place and method for protecting 
the purchasing power of the pension provided by such a plan is through the com- 
pensation on which a pension is based. Salary increases through the long period 
of active “service tend to bring the purchasing power of the pension into closer re- 
lationship with that of previous compensation. 

Of course there is the type of plan which is not scaled to salaries or wages, but in 
which the employer simply agrees to contribute a stated sum of dollars per year, 
usually based upon a payment of so many cents per hour per worker. Here par- 
ticularly there is a natural desire to obtain from the stated contribution the maximum 
amount of benefit. But it will be well to remember the old difficulty of extracting 
blood from a turnip. There is a limit beyond which conservative investment policy 
will hesitate to go, either for extra income or for possible growth. 


©° See note 66 supra. 
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Some managements have placed much emphasis not only upon the importance 
of obtaining an average yield over and above actuarial requirements, but also upon 
possibilities of profit in order to be in a better position to meet demands for in- 
creased benefits which may come in the future. We have already offered a few 
thoughts as to the inevitability of further declines in purchasing power as well as 
the inevitability of profits, but in addition it is important to remember that treatment 
of extra interest earnings and principal appreciation must proceed in accordance with 
present and future Treasury Department rulings. Questions may arise, for example, 
as to the valuation and ultimate treatment from a tax viewpoint of unrealized 
appreciation in the fund. It may be pertinent to remember that we are as yet in 
the very early stages of many of the plans established in recent years, and that a 
number of questions still remain to be determined. 

One further comment should be made. It has to do with the essential nature 
of these funds, and harks back to the duties and limitations of a trustee discussed in 
the first section of this paper. It has been suggested that these accumulating pension 
funds are increasingly important sources of capital for American industry. So they 
are, if properly used. But to regard these funds simply as new pools of investment 
capital, to be freely tapped for various corporate purposes, is to disregard their nature 
and the nature of trusteeship. They are trusts, not corporate agencies, irrespective of 
whether they are contributory or non-contributory, for once trusteed the funds belong 
to the employees for the purposes of the trust and no longer to the employer. Indeed 
the primary requirement of Section 165(a) of the Internal Revenue Code, which 
exempts employees’ trusts from taxation, is that such a trust be part of a plan of an 
employer “for the exclusive benefit of his employees or their beneficiaries.” For 
this reason if a pension fund desires to purchase securities of the employer and still 
retain its tax exempt status, the regulations require the filing of sufficient informa- 
tion to satisfy the Commissioner that the investment will not violate the above re- 
quirement. There is some difference of opinion on this point of investing in securities 
of the employer corporation, but it is probably safe to say that the majority opinion 
in the pension field is against it.” 

Although these comments are devoted primarily to plans of the fixed annuity type, 
it might be noted in passing that there is some difference of opinion as to invest- 
ment policy in profit-sharing plans. One school of thought holds that where contribu- 
tions are dependent upon corporate profits, and therefore made irregularly, once part 
of the plan they should be invested very conservatively in order to reduce further 
risks. On the other hand, some argue that the absence of any requirement to pay a 


7° Typical of this point of view is the following excerpt from a study of “Industrial Pensions in the 
United States” by the National Industrial Conference Board in 1925. In commenting upon a company’s 
reservation of the right to change or abandon a plan, but without affecting pensions, already in force, 
the study went on to say: “Such a guarantee [continuance of pensions already in force] presupposes, 
ideally, as a financial sine qua non, an adequate fund invested independently of the business and un- 
affected by its vicissitudes. For if pensions have to be defrayed, like wages and other current expenses, 
out of current reserves, they are subject to the same causes of fluctuation and may have to cease during 
shut-downs or upon dissolution of the business.” 
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fixed dollar annuity, and the very nature of the plan itself, justify a more aggressive 
policy. It is difficult to choose arbitrarily or dogmatically between the two views. 
A decision must be made in the light of circumstances and according to the terms 
and purposes of the plan itself; what seems appropriate in one plan will not neces- 
sarily be appropriate in another. 

This paper does not permit consideration of some of the larger problems involved 
in the growing volume of pension funds and their impact upon the capital markets, 
or the even larger question as to the ability of the economy to increase its pro- 
ductivity at a rate sufficient to support in inactivity the growing proportion of the 
population that will be dependent on pensions. Many other questions remain to be 
solved as pension funds now being established come to maturity and begin to meet 
the tests of less prosperous years. Meanwhile, within the framework of the special 
ends they are designed to meet, pension trusts lend themselves to the same intelligent 
investment planning as other trusts. No one formula will fit every plan. Each one 
must be studied in the light of its special requirements, its structure, its employee 
relationships, the tax and financial position of the employer, and even other factors. 
The ultimate object must be to build into it the greatest possible assurance that it 
will meet its long range purpose. And the growing acceptance of employee retire- 
ment plans as a proper part of an enlightened society opens to trustees another broad 
field for constructive employment of their special services and experience. 


IV 
CoNCLUSION 

We have come, by a rather circuitous route, to the end of this story. We have 
hearkened to the counsel of the courts, we have observed the receding line of 
legislative restriction, and we have called attention to some of the problems involved 
in use of the new freedom which trustees have won. If these comments have 
seemed to dwell somewhat lengthily upon some difficult and discouraging aspects 
of trust investment, it is because so much of the discussion of the day tends to do 
the opposite. It will profit us little to be beguiled into assuming that our investment 
problems have become so simple as to be virtually non-existent. These are not times 
for superficial reliance upon investment by cliché. The freedom of choice and 
action which trustees are gaining is a call to broadened service and improved per- 
formance, through alert and enlightened management, but it implies no authority to 


ignore the recognized functions of trusteeship or the tested teaching of experience. 


Perhaps this whole discussion can be summed up and ended in two short observa- 
tions. The first, having to do with the nature and aims of trusteeship, is the old 
French saying to the effect that “The more it changes, the more it is the same.” 
And the second, which touches upon the methods of accomplishing these aims, is 
George Santayana’s warning that “Those who cannot remember the past are doomed 
to repeat it.” 
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States FoLtow1nc THE PrupENT Man Rute 

Minnesota Rhode Island 
Missouri Tennessee 
Nevada Texas 

New Mexico Utah 
Oklahoma Vermont 
Oregon Washington 


Kansas 
Kentucky 


California 

Colorado 

Connecticut Maine 

Delaware Maryland 

Idaho Massachusetts 

Illinois Michigan 
States WuicH Have Movep Towarp THE PrupeNT MAN RuLE WITHOUT 

ApopTinc It 1n UnrEstTRICTED ForM 


New York North Dakota*** 
North Carolina* Pennsylvania 


South Carolina 
West Virginia** 
Virginia* 


Nebraska 
New Hampshire 
New Jersey 


District of Columbia 


* Permissive states. 
** Prudent rule authorized for fiduciaries acting for educational and charitable institutions. 
*** Prudent rule authorized for corporate fiduciaries and to extent of 50 per cent of trust. 


States RestricTInG LecaL INVESTMENTs TO Bonps 
Louisiana Ohio 


Montana Wisconsin 
Wyoming 


Alabama Indiana 
Florida Iowa 
Georgia 

Nore: The above represents a broad classification. The four states not included in the list—Arizona, 
Arkansas, Mississippi, and South Dakota—seem difficult to classify in this simplified fashion. It is 
possible that at least one, Arkansas, should be classed as a permissive state. In every instance reference 
should be made to the statutes and decisions of the individual states for further information or for 


changes since the above list was prepared. 
States AUTHORIZING COMMON Trust Funps 


Alabama Idaho 
Arizona Illinois 
Arkansas Indiana 


Oregon 
Pennsylvania 


South Dakota 


Michigan 
Minnesota 
Mississippi 


California 

Colorado 
Connecticut 
Delaware 

District of Columbia 
Florida 

Georgia 


Kansas 
Kentucky 
Louisiana 
Maine 
Maryland 
Massachusetts 


Missourit 

New Jersey 
New York 
North Carolina 
Ohio 
Oklahoma 


Source: Trust Division, American Bankers Association. 


+ By judicial decision 


Texas 

Utah 

Vermont 
Virginia 
Washington 
West Virginia 
Wisconsin 





CURRENT TRENDS AND DEVELOPMENTS IN THE 
INVESTMENT PRACTICES OF ENDOWMENTS 
AND PENSION FUNDS 


James W. Wooster, Jr.* 


During the inflationary period of the past ten years, and particularly during the 
more violent phase of the past five years, the most immediate and pressing problem 
of the investment managers of endowed funds has been to attempt to increase 
income at a rate commensurate with the decrease experienced in the purchasing power 
of the income received. Most endowed funds have succeeded only partially in 
maintaining their income as expressed in terms of what that income can accomplish. 
Some, however, have been much more successful in this respect than have others. 
The reasons behind this variation in results afford an interesting picture of con- 
flicting investment theories and practices. 

In speaking of “endowments,” or “endowed funds,” or of “pension funds,” it is 
important to realize that one is not speaking of a homogeneous entity, but rather 
of a group of capital aggregations having some, but far from all, common char- 
acteristics. It is, therefore, not possible to speak with definiteness and exactness of 
the total dollar amount of such “endowed funds,” as one can speak, for example, 
of the total of commercial bank deposits. The total size of “endowments” in this 
country is conditioned to a considerable extent by the definition applied to “en- 
dowments.” Even after a satisfactory definition has been agreed upon, there still 


remains the fact that there is no central reporting agency or association having con- 


tacts with endowment or pension funds. 

In general, endowments fall into one of several generic groupings. Institutions 
of higher education, chiefly colleges and universities, form one such group. The 1951 
World Almanac’ lists 193 colleges with endowments of 2 million dollars or more, 
the total endowments of these 193 colleges having a reported value in excess of 11, 
billion dollars. Philanthropic foundations with assets of 1 million dollars or more 
are listed inthe 1951 World Almanac in the number of 35. Their total assets exceed 
1¥, billion dollars.? Many hospitals depend upon income from endowment to help 
meet annual operating deficits. There are over 6,500 registered hospitals in the 
United States,? and although their total of endowed funds is not available, there are 
many metropolitan hospitals whose known endowments run into multiple millions 
of dollars. The growth of pension fund assets is a relatively new phenomenon. No 


* A.B. 1926, Dartmouth College. Author, BANKeR’s HanpBook oF Bonp INVESTMENT (1939). Mem- 
ber of faculty, Graduate School of Banking, Rutgers University. Financial Associate, The Commonwealth 
Fund. 

*THe Worip ALMANAC 577-578 (1951). 

*Id. at 587-590. 

*Id. at 439. 





INVESTMENT Practices OF ENDOWMENTS AND PENSION Funps 163 


figures are published on the total principal amount of such funds, but underwriters 
of investment securities will attest to the importance of such funds as prospective 
purchasers of securities. The rapid asset growth of pension funds, and the “new 
money” which they regularly have available for investment, gives a dynamic char- 
acter to their investment decisions and operations. One such pension fund reputedly 
has 1 million dollars a week available for investment. 

The total dollar size of endowed funds is obviously substantial. However, it is 
not size alone, nor even predominantly size, which gives these accumulations of 
capital their greatest significance. In an economy where the education, health, and 
welfare of the citizens are becoming of increasing interest to government—federal, 
state, and local—the value and the importance of private, independent agencies and 
institutions in these fields increases. The strength and vitality of these privately 
endowed organizations for the public good become a matter of general interest and 
concern. The ability of most of these eleemosynary institutions to continue to serve 
the public is dependent upon the earning power of their invested, endowed funds. 

A generation ago, the traditional form of conservative investments for widows, for 
orphans, and for endowments, was corporate bonds. In the year 1924 corporate 
bonds of about 21 billion dollars were outstanding.* In New York State only 16.1 
per cent of these bonds were legal investments for savings banks and trust funds, 
and no public utility or industrial bonds were included in the so-called “legal 
list.” The result was that the bond investments of most conservatively administered 
endowments a quarter century ago were largely railroad bonds. 

The great depression of 1929-1933 changed many things. Concepts of what 
constituted a conservative investment program underwent basic changes. New 
standards for measuring safety of principal were developed. Ideas as to the value 
and the limitations of diversification as a safety device were re-examined. In- 
vestment objectives were re-appraised and re-defined, and new investment policies 
and practices were developed to implement these objectives. Governmental influ- 
ence, leading to governmental control, over interest rates, appeared. Commodity 
prices, and the cost of living, increased. Many endowed institutions, in common 
with retired pensioners, found their dollar income either stable or declining at a 
time when the dollar costs of their expenditures were increasing. Under the urgency 
of this double spur, there has been much sober thinking, and some appropriate action, 
on the part of those responsible for the management of endowed funds. 

In the establishment and growth of endowments, whether in the educational, 
health, or general welfare fields, the customary emphasis has, quite properly, been 
placed upon the purpose to be served by the endowment. In other words, the 
emphasis has been upon useful and efficient employment of funds, rather than upon 
the management of capital. The real work of the endowment can, therefore, be said 
to have commenced when funds, either income or principal or both, have become 


*NationaL Bureau oF Economic ResearcH, Corporate Bonp Stupy. 


* Ibid. 
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available for the charitable or educational purpose for which the endowment was 
established. The management of the income producing capital funds which pro- 
vide the sine qua non of the endowment’s operations has often been delegated to a 
group of trustees or a committee, or some outside agency or individual. When the 
management of capital becomes a part-time job, with divided responsibility, the 
chances for successfully competing with full-time, professional money managers, 
come under a tremendous handicap. 

In the rapidly changing economic scene which characterizes our economy, success- 
ful investment has become a dynamic activity calling for training, technical com- 
petence, judgment, and imagination, to mention but a few of the more obvious 
qualifications. No longer is it possible, if it ever was, casually to open the daily 
paper to the financial section, select a few well known corporate bonds, check the 
adequacy of their rating by the financial services and their inclusion in a repre- 
sentative “legal list,” and then complacently clip interest coupons semiannually until 
maturity, at which time full cash payment of principal will be received. No longer 
is any investment good enough to purchase and then forget, nor should the placing 
of hard earned capital dollars at work, and hence at risk, be undertaken as casually 
as the purchase of a suit of clothes. Furthermore, interest rates on investment 
quality bonds have declined to a point where few, if any, endowments are able to 
function and continue to work towards their philanthropic objectives, on the lean 
diet provided by such yields. The pressure of outside events has, therefore, forced 
endowment trustees and managements to consider the sources of their income, and 
ways and means of assuring its future availability in a reasonably adequate amount. 

This sometimes forced consideration of investment operations has not been an 
unmixed evil. It has, in some cases, resulted in improvements, which were long 
overdue, in policies and practices, but which might have gone uncorrected for an 
indefinite further period, had not the exigencies of maintaining or increasing income 
brought about a review of prevailing activities. In some cases, there was no policy 
to review or modify, investment having been on a purely informal basis, controlled 
only by the expedience of the moment as individual decisions had to be made 
on the purchase, sale, or reinvestment of specific securities. 

Because of the diversity of objectives and of legal or other limitations as among 
endowed funds, no single investment policy will apply to the field as a whole. 
However, because generalizations must be made in speaking of endowments as a 
group, it does not follow that individual endowed funds should be content with an 
indefinite or ambiguous method of investment operation. An investment plan, 
or policy, or program, or blueprint is not something which can be, or should be, 
acquired in standardized form, as one would select a size 7% hat or size 10 shoes. 
Nor should an investment plan be adopted simply because it is “fashionable” to have 
one, and to be able to refer to “our investment policy,” with the implication that all 
well run endowments should be so equipped. 
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An investment policy is a strictly functional device. It is not something that is 
superimposed from the outside. It should be the outgrowth of definite, individual 
needs in the management of money, and it should help form the bridge between 
the non-profit objectives of the endowment and the tangible, profit-produced dollars 
which make possible the partial materialization of these objectives in a practical 
world. 

In order to have some basis for comparing the general outline of any individual 
investment concept with the opinions of others in the same field, faced with more 
or less the same problems, it is of interest to note the results of decisions reached by 
representative investment managers. Several guideposts for this purpose are, for- 
tunately, available. 

The first is a study prepared in 1947 by Scudder, Stevens & Clark, Investment 
Counsel, entitled, “Survey of University and College Endowment Funds.” This 
survey includes data obtained from 59 institutions whose endowment funds totaled 
approximately 1,300 million dollars. This sum represented 77 per cent of all 
college and university endowment funds according to Scudder, Stevens & Clark’s 
estimate as of that date. The coverage of endowment funds of over 10 million dollars 
was judged as being 84 per cent. 

In 1931 the investment firm of Wood, Struthers & Company made and published 
a survey of the investment portfolios of universities and colleges. The coverage 
was not the same as that of the Scudder, Stevens & Clark study, since it included only 
30 institutions, rather than 59. It did, however, cover colleges and universities 
reporting 74 per cent of the combined investments of all institutions of higher educa- 
tion in the United States having endowments in excess of 5 million dollars each. 

Indicative of changes in investment philosophy on the part of the managers of 
these endowed funds are the shifts in emphasis as among major investment groups 
during the 15 year period between these two studies. For purposes of comparison, all 
investments have been listed under one of four general headings: 


High Grade Securities—This includes cash, United States Government bonds, utility, 
railroad and industrial, foreign and municipal bonds rated as high grade, and utility, 
railroad and industrial preferred stocks which enjoy a margin of safety wide enough so 
that assurance of continued dividend payments is comparable with the assurance of 
interest payments on high grade bonds. 
Senior Risk Securities—This includes all bonds and preferred stocks not included above 
as high grade. 
Common Stocks. 
Real Estate Mortgages, Real Estate, and Miscellaneous—Because of the impossibility in 
this survey of appraising the quality of various real estate mortgages, parcels of real estate, 
and miscellaneous assets, these have been put into a separate functional group. 

In 1931 the institutions included in the Wood, Struthers survey had 3614 per cent 
of total endowed funds represented by “High Grade” items as defined above. In 
1946 the Scudder, Stevens & Clark group showed an almost identical percentage, 





166 Law anp ConTEMPORARY PROBLEMS 


namely 37 per cent. However, the internal composition of this “High Grade” 
classification underwent substantial changes during the intervening 15 years. Rail- 
road bonds declined from 124, per cent of total investments to 1 per cent, utility 
bonds from 1044 to 3 per cent, industrial bonds from 4 per cent to 1 per cent, and 
preferred stocks from 244 per cent to 1 per cent. The only classification in the 
“High Grade” grouping to show an increase between 1931 and 1946 was United 
States Government securities which increased their proportion of total investments 
from 21, per cent to 27 per cent. As a result, ir, 1946 the “High Grade” portion of 
total invested assets, although but little changed over a 15 year period in size in rela- 
tion to funds as a whole, had become predominantly an aggregation of United States 
Government securities. 

Securities occupying a senior position in company capitalizations, but involving 
a material degree of risk, z.c., “Senior Risk” securities, declined in relative size be- 
tween 1931 and 1946. In the former year they accounted for just one quarter of total 
investments. The largest items in this classification were utility bonds (7 per cent of 
total investments), industrial bonds (5 per cent), and railroad bonds (3! per cent). 
All preferred stocks in this “Senior Risk” group were 6 per cent of total investments. 
By 1946 the total of “Senior Risk” securities had been reduced from 25 per cent of 
total investments to 19 per cent. Railroad, utility and industrial bonds in the group 
declined from an aggregate of 1544 per cent of total investments to 8 per cent, 
while preferred stocks rose from 6 per cent to 10 per cent. 

Real estate, mortgages, and miscellaneous investments are considered as a third 
group in the Scudder, Stevens & Clark—Wood, Struthers studies. In 1931 this 
group represented 27 per cent of total assets. By 1946 its relative size had been 
halved—to 1344 per cent. This shrinkage was caused by a moderate decline, from 
g'4, per cent to 8 per cent in real estate, and a major decrease in mortgages, from 17 
per cent to 5, per cent. 

The final major investment classification is common stocks. In 1931 they 
accounted for 1144 per cent of total assets—the smallest of the four major groups. 
By 1946 they had nearly tripled in size—to 30 per cent. Not all common stock sub- 
groups increased during these 15 years. Railroad common stocks declined slightly, 
from 2 per cent of total assets to 14 per cent. The great increase took place in 
industrial common stocks, which accounted for 20 per cent of total assets in 1946 as 
against only 4¥, per cent in 1931. 

The chief reason for this trend away from “Senior Risk” securities and mortgages 
into common stocks, and particularly into industrial common stocks, was, no doubt, 
the attempt to maintain or increase dollar income and principal values at a time 
when income from high grade bonds and preferred stocks was declining, due to 
governmental decisions, and the purchasing power of such income dollars as were 
earned was also shrinking. 

Mr. James J. Faggiano of the Old Colony Trust Company of Boston, in a thesis 
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entitled, “Investment Trends in College and University Endowment Funds,” sub- 
mitted to the Graduate School of Banking at Rutgers University in 1948, estimated 
the degree of change in endowment income return and purchasing power between 
the years 1926 and 1947.° The year 1926 was taken as a base. In this year the rate 
of income on a representative group of college endowments was 5.14 per cent. In 
1947 the rate had fallen to 4.00 per cent, or 77.9 per cent of the base figure. A large 
portion of college endowment income is spent for services. Mr. Faggiano next com- 
pared this reduced rate of return with the Survey of Current Business index of the 
average annual earnings of full-time employes of educational institutions. Taking 
1929 as a base (1926 not available) the index of average earnings rose to 134.5 per cent 
in 1946 (1947 not available). The combination of a lower rate of income and 
higher salary costs reduced Mr. Faggiano’s “Index of Endowment Utility” for services 
to 58 in 1946 from 100 in 1929. A second major area of costs in college operation 
falls in the field of commodities—fuel, supplies, etc. Using the Index of Whole- 
sale Commodity Prices of the United States Bureau of Labor Statistics, Mr. Fag- 
giano’s “Index of Endowment Utility” for commodities in 1947 was 51.5 per cent of 
its 1926 level. During the past four or five years there has not been any great change 
in money rates, nor, presumably, in the average rate of return on endowed funds 
which doubtless remains in the neighborhood of 4.00 per cent. Wages, salaries, and 
commodity prices, however, have continued to soar. The Bureau of Labor Statistics’ 
Index of Wholesale Commodity Prices, which was 151.6 in 1947 when Mr. Faggiano’s 
Index of Endowment Utility for commodities was 51.5 per cent, had risen to 182.4 
by mid 1951. Taking into account the reduction in the rate of income of college 
endowments in the past twenty-five years and the rise in the rate of college operating 
expenses, it is evident that the Index of Endowment Utility has been roughly cut 
in half during that time. 

Despite these rather disheartening trends, income from endowments remains a 
major factor in the operations of our colleges. According to a report of the Com- 
mittee on Education of the House of Representatives 22.7 per cent of the total income 
of privately administered colleges and universities in the United States in 1942 was 
obtained from income on endowment.’ This compares with 29.8 per cent in 1920,° 
and suggests that endowment income today is in the vicinity of one fifth the total 
income of colleges and universities. 

Most of the statistical material previously discussed deals with average, or with 
overall experience. There is, however, a wide divergence in the investment position 
of individual endowed institutions. The Scudder, Stevens & Clark survey of 1947 
disclosed some interesting differences in portfolio composition between various col- 
leges, based on size of endowment. Endowment funds with assets of 10 million 


*P. 103, App. A. 
*Errect oF Certain War Activities Upon CoLLeces anp UNiversiT1Es, REPORT FROM THE Com- 


MITTEE ON EpucaTion, H. R. Rep. No. 214, 79th Cong., 1st Sess. 56 (1945). 
® Ibid. 
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dollars or more averaged g percentage points more in high grade securities than 
did those funds of less than 10 million dollars. The smaller funds, on the other hand, 
had larger holdings of “Senior Risk” securities, as well as real estate and common 
stocks. As a result of this variation in asset distribution larger funds in 1946 earned 
at the annual rate of 3.94 per cent of book value as against 4.06 per cent for the smaller 
funds.® Scudder, Stevens & Clark state,!° 


One of the outstanding facts revealed by this survey is the wide variation in investment 
proportions held by these 59 universities and colleges. 


Certain extreme examples follow. 

The average holding of the 59 schools in high grade securities in 1946 was 37 per 
cent. One small college had 8114 per cent of total assets in high grade securities, 
and two large colleges had 77 per cent and 75 per cent. At the other extreme, five 
colleges had less than 10 per cent of assets in high grade securities. The average 
holding of all 59 colleges and universities in “Senior Risk” securities was 19 per cent. 
However, one medium sized school had 56 per cent of its assets in this type of 
obligation and four others had holdings of one third or more of total funds in 
this group. Real estate and mortgages averaged 1314 per cent of the total assets of all 
59 schools, but one large college had 70 per cent of its assets in this form of invest- 
ment, and four other colleges of varying sizes had from 42 per cent to 58 per cent. 
Common stocks averaged 30 per cent of total assets for the group as a whole. One 
small college, however, had 72 per cent of total assets in commons while seven others, 
also small with but one exception, had half or more of total investments in the com- 
mon stock classification. Five colleges had less than 10 per cent of total investments 
in common stocks and an additional six had from 10 to 20 per cent. Most of these 
eleven schools were medium or large in size. 

The Exchange, a monthly publication of the New York Stock Exchange, in its 
April 1951 issue contains an article entitled, “Most Popular Stocks in Endowments.” 
Data are given for seven large eastern universities, and three major philanthropic 
foundations, on their “major” common stock commitments. A sliding scale of the 
number of shares of stock considered a “major” holding was employed, requiring 
a block of 20,000 shares for the largest institution to 1,000 shares for the smallest. 
No single stock constituted a “major” holding for all ten institutions, but General 
Electric, Standard Oil of New Jersey, and Union Carbide & Carbon qualified for 
all but one. Sears, Roebuck & Co. was owned in “major” size by all but two of the 
ten institutions, and Standard Oil Company of Indiana and Du Pont by all but 
three. Taking the ten institutions as a single group, the largest common share hold- 
ing was in Standard Oil Company of New Jersey, followed in order by General 
Electric Company, Union Carbide & Carbon, Sears Roebuck, Standard Oil Company 
of Indiana, Du Pont, International Harvester, Westinghouse Electric, and Socony 
Vacuum.” 

With the growth in common stock commitments which has characterized most 

* Pp. 24-25. 2° Td. at 8. 72 The Exchange, April, 1951, pp. 13-15. 
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endowed funds in recent years there has been developed not only the problem of 
selection of individual securities, but also the problem of timing in effecting sales and 
purchases. Moreover, the ultimate maximum size of equity investments in relation 
to total holdings has become of more than academic importance. Various approaches 
to these problems have been made. So-called “formula plans” have been developed 
as affording a check upon judgment or, in some cases, a substitute for judgment. 
Faggiaro in his thesis, “Investment Trends in College and University Endowment 
Funds,” describes the objectives of such plans as follows:’” 

The control of investments in equities by a mathematical formula is merely a means of 
attempting to improve the “timing” of such investments, either as to their sale or purchase, 
with an effort to eliminate the influence of emotional judgment. 

Formula plans are generally of one of two types; constant stock-bond ratio plan 
or variable stock-bond ratio plan. A typical constant ratio plan would establish the 
“normal” desired relationship between fixed interest obligations and equities for a 
given account. Let us assume that a 50-50 relationship was selected. The account 
would be reviewed and revalued at regular stated intervals, possibly quarterly or 
semiannually. When the relationship changed by 5 percentage points (for example, 
equities 55 per cent of total market value, fixed interest securities 45 per cent) then 
sales and reinvestments would be made in an amount sufficient to restore the 
original ratio. Faggiano points out’* that in order to bring about a change of 5 per- 
centage points in a 50-50 stock-bond plan, stocks would have to increase more than 
20 per cent in market value, assuming no change in bond values. The actual change 
in percentages brought about by a 10 per cent advance in stock prices would be 


52.38 per cent and 47.62 per cent, while a 20 per cent advance in stock prices would 
create a 54.55 per cent and 45.45 per cent relationship. In discussing the constant 


ratio plan Faggiano states,"* 


Among the drawbacks often pointed to in the constant stock ratio plans is the fact that 
with the same ratio of bonds to stocks at virtually all times it means that the money risk 
in stocks may be high at the top of a bull market when it might be desirable to have fewer 
stocks, and static at the bottom of a bear market when it might be desirable to own more 
stocks. The chances of capital growth under the constant-ratio plan, in other words, are 
quite modest in comparison to the potentials in the more complicated and intricate type 


of plan. 


Discussing the variable stock-bond ratio plan, Faggiano continues,'® 


Variable bond-stock ratio plans are designed to overcome the objections to proportions in 
stocks that would be constant at the top of a market as they are at the bottom and refined 
to accentuate the emphasis in the direction of utmost gains and minimized losses. In 
other words, the attempt under the variable plans is to decrease proportions in stocks as 
prices rise, and increase as prices decline. This usually requires more guesswork as to 
the swings in the market . . . and may result in embarrassment in the eventuality that the 
market does not perform as predicted. Of course, provided one waits long enough the 
opportunity to carry through such a plan would be presented ultimately. ... The loss of 


> P, 86. *® Pp, 88, 89. 2#P. 89. 15 Pp. 89, go. 
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income from such a plan . . . at the top of a market creates a serious problem for an 
institution dependent upon its income. 


As a simplified illustration of theory, a variable plan might call for the following 
stock-bond ratios: Dow Jones Industrial Stock Average 150, stock-bond ratio 50-50; 
Dow Jones 100, ratio 75-25; Dow Jones 200, ratio 25-75. Historical precedent would 
have to be considered to a substantial degree in setting the minimum and maximum 
stock-bond ratios. However, stock price averages have not always fluctuated in 
complete cycles. Despite Faggiano’s assertion that ultimately a variable ratio plan 
would function, there is evidence that certain stock levels previously regarded as 
within the range of normal fluctuation, may not recur. On this point, Oliver J. 
Gingold, writing in the Wall Street Journal of July 30, 1951 in his column “Abreast 
of the Market,” says:?® 


Since its compilation in 1897 the industrial average has closed under 200 at least once 
each year.... It is submitted that there will come a year in which the low price recorded 
for the industrial average will be 200 or above... . Until 1925, the 29th year that the 
industrial average had been compiled, it never had failed to sell under 100. Until 1927, 
one would always have been safe in waiting for a close under 150 before making com- 
mitments. But the next time it violated either level was in 1939. In the intervening 
. . » years, the average much more than doubled in price... . 

Looked at in opposite fashion, there never was a year until 1906 when industrials sold 
as high as 100 on the average. This would have made it logical for present-day apologists 
for the 200 level to suggest that a sale at 99.99 was eminently sound. By the same token 
the average never topped 150 until 1925, nor 200 until 1927, nor 300 until 1928. It is 
also true that the industrial average set a new record high in 13 of the first 32 years it was 
compiled, yet more than two decades have passed since a new high was set... . . 

The warning implicit in these figures is simply that it may be dangerous to make a 
fetish of a high-water mark in a growing economy, particularly one into which periodic 
wars have frozen a certain amount of inflation. Only in the five-year span, 1938-1942, 
have the annual industrial average highs shown a declining trend for more than three 
years. 


The policy “if you can’t beat them, join them” is suggested in the theory that 
rather than try to judge “timing” it is better to ignore it, through making purchases 
at regular ‘intervals, irrespective of price levels. Such a theory would apply par- 
ticularly to growing funds, such as pension funds, where new money becomes avail- 
able for investment at fixed times. Purchases made on such a basis will, of course, 
produce cost prices for securities in line with past average prices on purchase dates. 
In an article entitled, “Common Stocks in Pension Funds” in the July 26, 1951 
Commercial and Financial Chronicle, Mr. David L. Terwilleger of Kidder, Peabody 
& Co. argues in favor of investing regular amounts annually in common stocks. 
Figures which he presents show that such investments, under the conditions assumed, 
would have provided a fund with greater income and greater capital enhancement 
than an equal investment in bonds. In describing his method Mr. Terwilleger 
states :’7 


2p. 11, cols. 3 and 4. 17. 4, cols. 4 and 5. 
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. . . Over the 31 year period, 1920 through 1950, $100,000 invested at Dec. 31 each year in 
the stocks which make up Dow-Jones Industrial Average would have had a market value 
of $5,637,363 at the end of the period. This is $2,537,363 or 82° more than the total of 
$3,100,000 invested during the period. The same amount of money would have a value 
of $3,731,188 had it been invested at the same times in the bonds contained in Standard 
& Poor’s Corporate Bond Average. .. . Stock prices would have to recede 45%, or to 
129.48 for the Dow, in order to eliminate all profit.... The average Dow-Jones Industrial 
stock price for the period was 148.47. ... Bond prices could decline only 17° before 
gains are wiped out. This would be to 100.7 for the bond average. The average return 
over these 31 years from dividends on stocks in the table was 6.0%, or one-third greater 
than the 4.5% on bonds (on a current yield basis). Dividends on stocks totalled 
$3,258,735, or 53°% more than the $2,127,640 cash income from bonds. ... Total income 
from dividends plus market appreciation for stocks is $5,796,098. The comparable figure 
for bonds is $2,758,828. This large differential of $3,037,260 is a combined improvement 
of 110% in favor of stocks over bonds. ... In a portfolio of high grade bonds with 
maturities spaced it is possible to obtain a yield of 22%, today. It is also possible to obtain 
a dividend return of 6% from a representative ilst of high grade common stocks... . If 
Pension Fund “A” is $1,000,000 invested in bonds, yielding 24%, the income com- 
pounded annually over a 31-year period will amount to $1,150,007. If Pension Fund 
“B” is $1,000,000 invested 75°% in bonds yielding 244% and only 25% in stocks yielding 
6%, the income compounded annually from the bond segment ($750,000) will amount 
to $862,505 and the income from the stock segment (only $250,000) will amount to 
$1,272,025. Total income received will be $2,134,530. Fund “B” will produce $984,523, 
or approximately 84%, more income than Fund “A” merely by investing 25° in stocks. 
The relatively small amount of Fund “B” invested in stocks will produce more income 
than the whole of Fund “A.” 

The primary investment requirement of endowed funds is to maintain and 
increase dollar income without excessive risk to principal. This requirement becomes 
all the more imperative during a period such as the present when a larger number 
of dollars is required each year to accomplish a given task. This requirement, 
however, becomes more difficult of achievement when the rate of income from the 
major earning asset of endowments, namely, high grade bonds, is depressed and 
kept at an artificially low rate. During the past twenty years endowed funds have 
turned increasingly towards common stocks as a means of bolstering income. This 
greater dependence upon equities has created problems of selection of individual 
securities, of timing in connection with purchases and sales, and of stability of in- 
come at various levels of business activity. Various technical devices have been 
developed to assist in the solution of these problems, but none appears sufficiently 
flexible or adaptable to provide a total answer to the varying requirements of in- 
dividual funds. Judgment and experience will continue to be the most valuable 
tools available for the job to be done. In view of the indispensable contributions 
which our endowed institutions have made, are making, and have the opportunity 
to make to our civilization, it is to be hoped that time, effort, and skill will be 
brought to bear in full measure upon the investment management operations of our 


endowed institutions. 





INSTITUTIONAL INVESTMENT AND THE PROBLEM 
OF EQUITY FINANCING 


Harry G. GuTHMANN* 


The general interest in the subject of this article results from the widespread 
belief that equity, or common stock, financing in this country is greatly handicapped 
by a lack of a suitable institutional supply of investment funds. The evidence for 
this belief is found in the agitation for the creation of special private and govern- 
mental agencies to do this job. It is also seen in the movement to permit regulated in- 
stitutions and trustees to invest in common stocks even though investment con- 
siderations may have provided the primary motivation. The literature of finance 
offers further testimony on the point. 

The general lack of new private investment during the depressed 1930's led some 
to underestimate the vitality of private enterprise. After the end of World War II 
in 1945, however, the tempo of business continued at a high pace and ownership 
funds as well as creditor funds flowed in on a substantial scale. The statistics of 
bond flotations, bank loans, and mortgages sold give a widely used measure of the 
creditor funds obtained, but relatively few stocks were sold. Because so much of 
the new ownership investment consisted of retained earnings, the volume and im- 
portance of the mow of equity funds was greatly underestimated by many com- 
mentators. 

Not only did existing businesses expand their ownership investment during this 
period, but a host of new businesses sprang up. The figure of 3,382,600 business 
units in 1940, after declining during the war years to 3,045,100 in 1943, forged vig- 
orously ahead to 3,976,400 or almost four million in 1948.2 As we shall see later, the 
troubles of some business units, often founded and operated by none too skillful 
persons, may explain some of the complaints of an inadequate supply of capital 
funds. Such businessmen find the rationalization of “inadequate capital” more com- 
forting than “inefficient operation” or “bad financial planning.” 


* A.B. 1917, Syracuse University; M.B.A. 1921, New York University; Ph.D. 1929, University of 
Chicago; C.P.A. 1920. Morrison Professor of Finance, Northwestern University. Author, THE ANALysts 
oF FinanciaAL STATEMENTS (3d ed. 1942); co-author (wir Hersert E. Dovucatr), Corporate 
FinanciAv Poricy (2d ed. 1948); (wirH Raven E. Bapcer), INVESTMENT PriNcIPLes AND Practices (4th 
ed. 1951). Contributor to FUNDAMENTALS OF INVESTMENT BANKING (Investment Bankers Ass’n of Amer- 
ica, 1949); Kenyon E. Poorer (Ed.), Fiscat Potictes AND THE AMERICAN Economy (1951), and business 
and financial periodicals. 

* Although any bibliography here is impossible, the range of ideas pro and con may be had from 
three significant articles: Anderson, Trends in the Supply of Equity Capital, 28 Harv. Bus. Rev. 79-89 
(Sept. 1950); Bogen, The Importance of Equity Financing in the American Economy, 5 J. FINANCE 
170-178 (June, 1950); Butler and Ulin, Business Needs for Venture Capital, 28 Harv. Bus. Rev. 52-65 
(July, 1950). 

* STATISTICAL ABSTRACT OF THE UNITED STATES, 1950; SURVEY OF CURRENT BUSINESS, 1949 STATISTICAL 
SuppLEMENT (U. S. Dep’t Commerce, May and June, 1950). 
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The economist is concerned with the adequacy of capital supply to provide the 
economically competent businessman sufficient means to produce the nation’s goods 
and services rather than with the troubles of the individual business. For him the 
over-all evidence of extraordinary production during World War II and of an ex- 
panding national productivity since, of substantial growth in industrial capacity, and 
of expansion in the number of business units shouid raise some doubts as to the 
acuteness of the so-called “equity financing problem.” This article will (1), analyze 
the investment problems of our leading financial institutions which explain the 
difficulties in the way of their helping with equity financing, (2) study how certain 
other institutional arrangements are increasingly meeting the problem, (3) analyze 
how business has raised equity capital as well as it has during the last decade, and 
(4) attempt throughout to discover any inadequacies of our institutional machinery, 
especially under the changing conditions of the last two decades. An understanding 
of these points is essential if the problems of equity financing are to be met wisely 
in shaping legislative and tax policies. 

I 


PERTINENT INVESTMENT Factors IN INsTITUTIONAL INVESTMENT 


Perhaps the most important factor influencing the investment policy of our 
major financial institutions is the contractual arrangement under which they acquire 
their funds from the public. The great bulk of the funds is acquired by the major 
institutions by assuming a fixed dollar debt. These institutions are the banks, both 
commercial and savings; the savings and loan associations; and the life insurance 
companies. To remain solvent, they must keep a sufficient amount of fixed 
value assets on hand to cover these liabilities. The government through the 
regulatory process sets standards of solvency and often fixes the permissible kinds 
of investments. Both commercial and savings banks derive the bulk of their funds 
from depositors to whom they are obligated to repay a fixed amount of dollars 
either on demand or on short notice. This contract imposes not only a requirement 
of solvency but of liquidity as well, the latter varying with the type of institution and 
the character of its deposits. 

Technically the funds of the savings and loan associations are supplied by share- 
holders rather than depositors (the depositor in the mutual savings bank occupies 
a somewhat similar legal position). While the distinction is important in the 
sharing of earnings, the shareholder in these associations is protected by regulation 
that requires that the association meet tests of solvency for the dollar amount of his 
investment including both the original sum and any accumulated dividend credits. 
His account is kept much like that of a bank depositor. The practice of allowing 
withdrawals that became widespread during the 1920’s has made these associations 
very similar in operation to a bank. Under the law governing federally chartered 
associations, they are, however, not required to allow withdrawals in full even after 
due notice, but can limit them to a percentage of their net cash receipts. This 





174 Law anp ConTEMPoRARY PROBLEMS 


privilege might seem to relax their need for liquidity even if not their solvency re- 
quirements. In practice, any association which hopes to remain in business must 
meet withdrawal requests with promptitude in order to command the confidence 
necessary to acquire and hold the funds of the community. 

Life insurance companies, both stock and mutual, derive the great bulk of their 
assets from policyholders. In order to maintain a level premium over a lifetime 
during which the risk of death is rising, an excess premium is collected in the early 
years and set aside as a “reserve” to bear the burden of higher death losses in later 
years, which would otherwise cause a steadily rising premium. This “reserve” ele- 
ment in the premium is exactly computed on the basis of certain assumptions as to 
future mortality, interest earnings, and expenses, and after its collection is shown as 
a definite amount of liability to the policyholders. The company is bound to keep 
this amount of assets on hand or suffer the penalty of being declared insolvent 
by the regulatory authorities. Moreover, the company is obligated to pay, or 
loan, back substantially the full amount of this “reserve” under the cash surrender 
and loan provisions of most policy contracts. 

A considerable point has been made of the lack of fluctuation of assets held by 
life insurance companies in spite of these provisions. Even in the two worst de- 
pression years, 1932 and 1933, cash receipts greatly exceeded cash outgo at least for 
the major companies.’ This point does have importance in reducing the need for 
liquidity of life insurance investments, but leaves unsolved the problem of solvency. 
For an institution with substantial fixed dollar liabilities, assets of fluctuating value 
pose a problem that must be met either by an adequate surplus of assets over debts 
or some standard of valuation that permits the regulatory authorities to ignore some 
part of the fluctuations that would otherwise spell insolvency. 

Let us first consider the cushion for absorbing losses or fluctuations of the financial 
institutions mentioned thus far. The following table shows the comparative im- 
portance of the liabilities of each and their “surplus” for absorbing losses too great 
to be borne by current earnings. The safety margin in the case of the stock corpora- 
tions, such as the commercial banks and some of the life insurance companies, con- 
sists of the capital stock, surplus, and surplus reserves. For the mutual institutions, 
such as the savings banks, savings and loan associations, and most of the life insurance 
business, there is no stock but only surplus and reserves built up by the retention of 
part of the earnings in good years. 

The table shows a range of “surplus” over liabilities of between 5 and ro per cent, 
which represents an average of all the units in a given field. Individual concerns 
would deviate from these figures. If a concern with a 10 per cent surplus invested 
10 per cent of its assets in fluctuating common stocks then a change of one percentage 
point in the value of such stocks would produce a corresponding percentage change 
in surplus. A decline of stock values of 50 per cent would dissipate half the surplus. 


® Badger, Unusual Features of Life Insurance Investing, 6 J. Finance 78 (June, 1951). 
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Surp_us over LiaBiLities OF LEADING FINANCIAL INSTITUTIONS 





(Puncawtacns) 


| 
| “Life Iner. Mutual Savings | Nation: ry Savings & 
Companies* Bankst Bankst Loan Assns.t 


1940 | 1949 1940 "| 1949 | 1940 | 1949 


o4.1 | 93.0 | 89.2 | 90.1 | 9.6 
5.9 | 7.0 | 10.8 | 9.9 | 9.4 


100.0 | 100.0 | 100.0 








Dollar Totals (billions)..| $30.8 | $59.6 





Sources: *Specrator Lire Insurance YEARBOOK. 
tAnnvaL Reports oF THE COMPTROLLER OF THE CURRENCY. 
}TRENDs IN THE Savines AND Loan Fretp 5 (Home Loan Bank Board, 1950). 


Herein lies the danger of fluctuating assets to these financial institutions and the 
common tendency to restrict common stock investments by law even for life in- 
surance companies to from 3 to 10 per cent of assets. Actually the more fundamental 
relation is that of risk assets to the cushion of surplus rather than to the total assets. 
This idea is found in the limitation in the recently passed New York law permitting 
common stocks for life insurance companies to the /esser of 3 per cent of admitted 
assets or one-third of the surplus. Clearly some surplus is essential to absorb losses 
on even fixed value debt investments.* It is possible that a life insurance company 
with a small “surplus” would feel that all of it was necessary to absorb such other 
losses and consequently steer clear of any common stock holdings. 

In passing it may be noted that liquidity requirements as well as solvency stand- 
ards may influence the feeling of need for a protective surplus of assets over liabilities. 
One savings bank executive stated that he believed savings banks required more of 
such “surplus” than life insurance companies because of the greater possibility of de- 
posit withdrawals as compared with life insurance policy surrenders. This possi- 
bility meant a cushion was needed to absorb possible losses if debt investments should 
have to be sold at a time when withdrawals coincided with low market prices. Such 
price fluctuations can and do occur in the prices of high quality bonds, such as those 
of the United States Government, without reflecting any change in credit standing or 
risk of loss but only an adjustment to a higher level of interest rates. A savings 
bank might regard the risk of such adverse price fluctuation in a long-term bond at an 
inopportune time as small in relation to the greater yield such bonds have offered in 
recent years in comparison with short-term investments of greater price stability. 
Commercial banks, on the other hand, have shown a general policy of investing 


*In this connection, the loss experience of Massachusetts savings banks during the 1930's is significant. 
Joun V. Lintner, Mutuat Savincs BANKs IN THE SAVINGS AND MortcaGe Markets (1948). The in- 
vestment losses of leading life insurance companies during a period of stress are reported in OperaTtInG 
REsuLTs AND INVESTMENTS OF THE TWENTY-SIx Larcest Lecat Reserve Lire INsuRANCE CoMPANIES IN 
THE UNITED STATES, 1929-38 (submitted by the Securities and Exchange Commission to the Temporary 
National Economic Committee, 1939). 
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their demand deposits in either short-term loans or Governments of short maturity 
since the early 1930’s to assure holdings of suitable price stability. 

Before turning to the possibilities of a solution to the problem of common stock 
investments by these financial institutions through some scheme of valuation that 
ignores or provides for some part of these market price fluctuations, the unusual posi- 
tion of the fire and casualty insurance companies should at least be mentioned. Al- 
though less important in terms of assets than the groups treated thus far, their invest- 
ment practice underlines the customary emphasis upon market price for valuation and 
the need for an equity “cushion” by a financial institution that would hold common 
stocks. The accompanying table shows not only the more substantial “policy-holders’ 
surplus” for these insurance companies than for the previously discussed financial 
institutions, but also their larger relative investment in stocks. Even the life insurance 
companies invested less than 3 per cent of assets in all stocks and less than 1 per 
cent in common stocks. The various kinds of fire and casualty companies held stocks 
of from 6 to 34 per cent of assets in 1949.° 

But after the present philosophy of our financial institutions has been understood, 
the question still arises: Could not at least the life insurance companies with their 
lesser need for liquidity invest more in common stocks and be reasonably allowed 
to adopt some different basis than market price for valuation purposes?® Proposals 


Batance SHEET Proportions oF Fire aND Casualty INsuRANCE CoMPANIES: 1949 





Fire & Marine CASUALTY 


Stock | Mutual 


Stock Mutual 


Liabilities and Surplus 
Liabilities... . 55.9 54.2 67.5 
Policyholders’ Surplus: 

Capital stock or guaranty funds... ; 8.4 y B 6.8 
Voluntary and contingency reserves......... 2.9 ; 5.0 
Net Surplus..... Sa Sip aoe er 32.8 


Total “Surplus” pitates 44.1 ! 
Liabilities and Surplus. . 


Assets 


Mortgage Loans... 
Agents’ balances and other assets 


Total Assets............. J y 100.0 





Total Assets (millions) A g $4,112 $1,334 














Source: Spectator Insurance Year Boors, 1950. 


* A fuller discussion of the investment policies of these and the other financial institutions may be 
found in R. E. Bapcer anp H. G. GuTHMANN, INVESTMENT PRINCIPLES AND Practices (4th ed. 1951), 
Chapter 26, Investment Policy: Financial Institutions. 

°A fuller treatment of this question is given by Fraine, The Valuation of Security Holdings of Life 
Insurance Companies, 6 J. Finance 124-138 (June, 1951), and the discussion of that paper by Harry 
L. Severson, id. at 139-142. 
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usually take the form of shifting from market value to cost with some plan for using 
extra yield and appreciation to set up reserves for possible losses and declines in 
market value.’ The supporting arguments are an analogy with the valuation of 
bonds by life insurance companies, an analysis of the economics of risk, and criticism 
of current market price as a measure of value for the purpose in hand. 

Life insurance companies when purchasing bonds are expected to purchase only 
those of predominantly investment quality and these are shown initially in the 
accounts and the balance sheet at cost. Subsequently any premium or discount from 
par value is systematically written off (or amortized) over the life of the bond. The 
rate of yield becomes a constant rate of return on the changing book value and the 
balance sheet adopts this amortized value for measuring solvency. Market value 
changes are ignored so long as the bond does not default or lose its investment 
rating.® 

The essential thinking behind this treatment is that the cash needs of the life 
insurance company are such that they can be met by premium receipts, investment 
income, and repayments of principal from investments. The company should be able 
to hold its bond purchases more or less permanently or till maturity. Thus, a going 
concern standard of value rather than liquidation value as measured by market price 
is employed in accounting and measuring solvency. When bonds are purchased for 
long-term holding and with no intention of resale for the purpose of meeting with- 
drawals, it is believed logical to ignore market fluctuations that are not caused by a 
loss of credit standing sufficient to threaten the payment of interest and principal. 

In this connection, it should be noted that solvency for a life insurance company 
requires not only that it own sufficient assets to cover “reserve” indebtedness, but 
that each year it must earn on this reserve the rate of interest assumed at the incep- 
tion of the contract. Three decades ago that assumed rate guaranteed to the policy- 
holder was ordinarily set at 3 or 3!4 per cent. Today it is more often 2'4 per cent, 
sometimes 244 or 2 per cent. This stipulation for the life of the policy creates 
a special problem not found in either banks or savings and loan associations where 
the return may vary from year to year. Consequently, the life insurance company 
must not only solve the problem of having enough assets to cover debts at the end 
of each year, but must earn a minimum rate of return each year determined by its 
policy contracts. A return that included the gain or loss from market price changes 
would produce unhappily irregular results that would ignore the long-term obliga- 
tion to earn a regular though low rate of compound interest. In this respect, studies 
which merely show a high average return could have been earned on a fund of com- 


7On this point see Nerlove, Common Stocks as Investments for American Life Insurance Companies: 
A Non-Academic View, 3 J. Finance 39-51 (Oct. 1948), and 4 id. 60-77 (Mar. 1949). 

® That even on the basis of market value bonds of quality fare well is indicated by a comparative 
study of Metropolitan Life and Sun Life in the early 1930's. The latter held 56.8 per cent of assets in 
stocks, chiefly common, in 1930. The precipitous decline thereafter resulted in a change in policy so that 
in 1949 holdings of common had declined to 4.8 and preferred to 2.3 per cent of assets. Guthmann 
and Dauer, Stock vs. Bonds as Life Insurance Investments during Depression, 13 Harv. Bus. Rev. 237 


(Jan. 1935). 
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mon stocks over a period of years are inadequate.? The showing year by year is 
required to cover this important point. 

Unfortunately when we try to transfer the going concern value approach from 
bonds to common stocks, certain differences crop up. Common stocks have no fixed 
maturity value towards which market price is drawn so long as the debtor is solvent. 
Dividends are not a fixed return but fluctuate with business conditions and, for most 
stocks, to some extent with the price level. Before cost can be used in place of market 
value some assurance must exist that that figure will not result in a gross over- 
valuation when applied as a test of solvency. 

One possible test of the validity of cost would be the current dividend return on 
that figure. So long as the dividends provided a rate of return on investment cost 
adequate to maintain the interest accrual required by policy contracts, it might be 
argued that the investment was adequate on a going concern base. Others might 
suggest that this minimum rate of return which would justify a cost valuation 
should be not less than the rate of return on the choicest of “riskless” bonds. The 
debate would also extend to whether the test should apply to the valuation of in- 
dividual stocks or of the total of all stocks held. Custom would argue for testing 
the individual stock even though it might be argued that risk must be judged on 
group performance and that ability to continue as a going concern is a total asset 
problem. 

Opponents of such an innovation would point out the dangers of “artificial” 
valuations in view of the demand liability nature of the cash surrender and loan pro- 
visions of the standard life insurance contracts. They would also point out how con- 
siderably dividends fluctuate with conditions so that the test might well give exces- 
sive valuations in good times that would encourage stock purchases at prices that 
would be fatally high in later depression years. Actually, under the proposed test of 
cost the investing life insurance company would need to ask the question at the time 
of purchase as to whether the stock being bought would be likely to pay a dividend 
equal to the stipulated rate of return on cost even during the most depressed years 
of business and in addition provide enough yield to cover the losses in this field 
of greater uncertainty and risk.’ 


® For example, see, for both annual and cumulative performance, A REPorT IN SupPoRT oF PRroposED 
AMENDMENTS TO ARTICLE 5, SECTION 81, OF THE NEW YorK INsuRANCE Law 68-95, 145-149 (submitted 
to the Joint Committee on Insurance Rates and Regulation of the State of New York by the Life 
Insurance Association of America and the American Life Convention, January, 1951). 

*° Nothing is said here of the possible use of a moving average of stock prices, say for the preceding 
three years, as a substitute for the customary year-end market price. Such an average price has no 
relation to the going concern value argument, which must be anchored to yield. While such a test 
would at times be less severe than a one-date price and give a more “representative” price, it would 
create new problems. It could give a very high “value” after a long boom and be so low after a pro- 
longed depression as to prevent investment at what could be reasonable prices. Attempts at a “long- 
term value” measurement by some objective formula are likely to be illusory for the generality of common 
stocks. This difficulty is inherent in the fluctuating nature of income and the element of futurity in the 
income to be measured. An objective measure is a prime necessity for any regulatory standard, which 
explains the common reliance on market prices. 
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Clearly the least that is needed to justify common stock investment even under a 
new standard of valuation would be empirical studies that would indicate that 
stocks of the type deemed desirable would meet the income and solvency needs of 
life insurance companies year by year. Even though some excellent work has been 
done, studies are as yet unavailable that would cover both of these two points. 
Space does ‘not permit a critical evaluation of the published research here."* For 
the purposes of our discussion, however, two points should be mentioned. Most of 
the studies have studied group performance for combined dividends and appreciation 
over a period of years. This approach would give end results. uch as are obtained 
under a system of revaluation at market instead of cost. Ver? generally, however, 
information is lacking on one or more of the following points we have seen to be 
relevant under a system that used cost and had a problem of annual performance: 
(1) annual dividend performance relative to cost is lacking, (2) figures are not shown 
on an annual basis, or (3) the problem of maintaining annual solvency is not con- 
sidered. It is insufficient for a life insurance company to earn a high average 
return. It must add the stipulated return to its reserve liability each and every 
year. High average return is also no substitute for continuous solvency by some 
standard of valuation, whether market, cost, or cost less some valuation reserve. 

The results of some studies are greatly influenced by the particular years selected 
to begin and terminate the sample period. So large are the price fluctuations of most 
common stocks that one only needs to look at a chart of stock prices to judge how 
largely the factor of dates selected will influence end results that include price 
appreciation and depreciation. 


One of the most interesting pieces of evidence favorable to long-term investment 
in common stocks has been the statistics of leading industrial common stock prices 


carried back to the beginning of the century.’* These figures show a remarkably 


regular long-term growth trend for the past half century at a rate slightly over 
34% per cent per year. Furthermore, the fluctuations about the trend have been con- 
tained for the most part within a band that runs somewhat over one-third of the 
value of the trend line on either side of it. An extraordinary rise above this band 
of price range occurred in the four bull market years of 1927-1930. It fell below in 
the two years 1932-1933 and again in the three years 1940-1942. So impressive does 
Fraine find this record that he states: “Historically, the risk in common stocks as a 
class has been a short-time rather than a long-time risk, a risk of cyclical rather 
than secular depreciation.”"* 

If such long-term regular growth could be reliably projected into the future for 
all common stocks, a far more satisfactory basis for investment would be laid than 


*1 For a summary and brief discussion of such leading studies as those by Edgar L. Smith, Rose, 
Jackson, Rodkey, and others, see BADGER AND GUTHMANN, Op. cit. supra note 5, at Chapter 6, The Return 
on Investment. 

19 A reproduction of Standard & Poor's Long-Term Index of Industrial Stocks: 1900-1949, is given in 
BADGER AND GUTHMANN, OP. cit. supra note 5, at 149. 

18 Fraine, supra note 6, at 128. 
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has yet been regarded as possible. Indeed, if such a basic trend could be relied upon, 
the likelihood of long-term price appreciation or depreciation could be estimated from 
the market level at the time of purchase with reference to this imputed trend. Or 
better still, investment policy might confine purchases to those periods in which 
the stock market was below the trend line.’* Consistent results would seem most 
likely for the large investor, such as an institution with sufficient funds to purchase 
a representative cross-section of the market represented by these averages. 

However valid such a projection of the past into the future may prove to be, the 
basic problems of regular income and of valuation remain to be worked out or tested. 
There is, of course, the possible argument that cost or cost less some valuation reserve 
might be safely employed on the basis of these figures on the theory that at some 
future time any market depreciation will be offset by the automatic working of the 
growth factor. 

Actually, three major factors may be mentioned which might interfere with the 
conclusion that this pattern of common stock prices is the probable pattern for the 
future of stocks generally: 

(1) The growth trend described was based upon industrial rather than all com- 
mon stocks. This point has special significance because of the differences in differ- 
ent fields of business. As late as the 1920's, railroads were regarded as a growth in- 
dustry and railroad common stocks enjoyed a better investment standing than in- 
dustrials. Not until that decade were industrials regarded as suitable for other than 
speculative commitments. During the following decade only a very few railroads 
were able to maintain an unbroken dividend. 

Electric and telephone utility operating company common stocks would be ex- 
pected to offer less opportunity than industrials for growth in value but greater 
stability both as to income and value.’® Their business represents a low-priced con- 
sumers’ service likely to enjoy stable demand. It is largely monopolistic. In the 
last two decades a fixed original cost-less-depreciation valuation has been increasingly 
adopted by regulatory commissions as the base upon which a fair rate of return 
should be allowed. Reproduction value has been increasingly ignored since Supreme 
Court decisions made that possible.’® 

Some regard bank stocks of better quality as more stable commitments than 
industrial common stocks because their assets consist of cash, loans, bonds, and 
mortgages—all fixed dollar value items (Massachusetts, for example, made bank 
stocks permissible investments for mutual savings banks in 1950). The high mor- 
tality among American banks in the past is believed unlikely of repetition because 


**For an investment formula based upon this theory, see Lucite TomMLinson, SuccessFUL INVESTING 
Formutas (rev. ed. 1950). 

*® The possibilities of investment in this field have been explored in Bion B. Howarp, Pustic Urtiity 
Common Srocks as PossipLt INVESTMENTS FOR LiFe INsuURANCE CompantEs (unpublished doctoral thesis, 
Northwestern University, 1950). 

*®Los Angeles Gas & Electric Corporation vy. Railroad Commission of California, 289 U. S. 287 
(1933). Also Lindheimer vy. Illinois Bell Telephone Co., 292 U. S. 151 (1934). 
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of the panic preventive nature of federal deposit insurance and the more conservative 
investing and lending policies since the banking debacle of 1934. 

(2) The record of growth was made by a wide variety of industrial stocks of all 
qualities, which might not be representative of performance by such stocks as would 
qualify as investment media. While stocks that would be regarded as suitable for 
institutional investment might out-perform the averages in their growth in 
value, the opposite might be true. It is easy to forget that the well-regarded 
stocks of today may have been the speculations of yesteryear, particularly during 
their early life history when they made their greatest growth. Investment quality 
implies by definition seasoned issues with an established dividend record. It would 
seem likely that such established companies would grow at a slower rate than 
younger companies and might well show a declining rate of earnings on gross in- 
vestment in later years. 

(3) The growth record was made during a half century characterized for the 
most part by a rising trend of commodity prices, which trend might change in the 
future. During the fifty years, 1900-1949, the wholesale commodity price index of 
the United States Bureau of Labor Statistics rose by 167 per cent, or at an average 
annual rate of 1.98 per cent. This influence would be expected to be very favorable 
to industrial corporations with their assets consisting chiefly of plant and equipment, 
natural resources, and inventories (in contrast utilities under the present regulatory 
practice and banks would have fixed dollar value assets). The rising price level 
could thus explain a substantial part of the industrial stock growth trend of the 
last five decades. 

Political cynics regard an inflationary trend for the future as an almost inevitable 
result of present economic and fiscal policies of our American government. The 
unsettled world outlook creates additional inflationary pressures. Nevertheless, a 
change of trend in the price level should be recognized as possible. Some regard 
the postwar boom as merely deferring rather than eliminating the danger of a re- 
actionary deflation. They point to the precedents of other inflations followed by de- 
flation. A younger generation of businessmen and economists are prone to forget 
that the United States witnessed a declining trend in the commodity price level 
that lasted for a generation. It ran from the end of the War of the States in 1865 
to 1896 or a period of three decades. 

Most studies of common stocks have necessarily been confined to years since 
that period. It is even doubtful as to how useful any record of their performance 
under the very different economic and political conditions prior to 1900 would be 
for interpreting current conditions. Most economists would probably agree that 
a stable or declining price level would have reduced the price appreciation of in- 
dustrial common stocks from what was seen between 1900 and 1950. 

In this connection, it is important to point out that any class of stocks that is 
favored by rising commodity prices is correspondingly hazardous for life insurance 
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company investment during a period of deflation. Those who urge life insurance 
investment in common stocks as a “hedge against inflation” are wont to ignore the 
fact that insurance contracts are dollar contracts for debt that allow no adjustments 
for price level change. They are also silent as to what would happen to financial 
institutions of this type during a deflationary period. 

Much of what has been said here about these studies of common stock investment 
performance is a warning as to their empirical nature. In any worth while dis- 
cussion of this sort, we must go beyond such a general warning and come to grips 
with the specific considerations which may cause the probable future to differ from 
the experience of the past. The possible degree of difference between the two con- 
stitutes the measure of risk in acting upon experience and is a matter of judgment. 
It is true that the very successful institution of insurance is itself based upon the 
statistics of the past with adjustments from time to time to meet changing condi- 
tions. There is a danger that the relatively certain results obtained in that field will 
lead to the belief that a similar degree of certainty can be had in the field of equity 
investment. Such certainty seems unlikely. The most obvious, though not the only 
risk—witness the novel troubles of the railroads since 1930—is that of cyclical 
fluctuation. The records of the past show how irregular that influence has been in 
timing, duration, and intensity upon business volume, profits, and dividends. _ Its 
impact has varied greatly upon financial institutions within a given field even in the 
relatively predictable matter of debt investment. Equity investment presumably 
would produce more diverse results. 

Two important results of these studies of risk and the increased interest in 
equity investment may be a more systematic provision for losses and more logical 
tax treatment of such allowances.’? The improvement should encompass investment 
in bonds and preferred stocks as well as in any common stocks. Almost every 
economic analysis of the subject of investment return has emphasized the extra rate 
of return from risk investments as constituting a “premium for risk.” Yet it is 
difficult to find examples of financial institutions which have systematically set 
aside this excess return to provide for investment losses. But since such losses occur 
irregularly and chiefly in years of depression rather than year by year, it is most 
desirable that the “premiums for risk” be earmarked as such and not appear as so 
much additional current earnings. Most financial institutions appear to make no 
such specific provision based upon excess yields but instead make irregular “appro- 
priations of surplus” or they set up capital gains as a “contingency reserve,” or 
occasionally, as a “reserve for investment fluctuations.” Only recently in the com- 
mercial banking field has the federal corporation income tax law permitted an allow- 
ance for possible future loan losses as a deductible expense in place of the actual exper- 
ienced loss in the current year. The allowance is based upon long-term loss experience 
of the past, however, rather than excess yield or any analysis of the quality of existing 
loans. 


7 A central theme of Fraine, supra note 6. 
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An analogous provision for bond and stock investments by financial institutions 
would have much to commend it, especially if the provision were related to the 
quality of the investment as reflected in the market’s appraisal. Yield differences 
reflect the market's judgment of risk from time to time.’® Such allowance for loss 
may result in either inadequate or excessive provision, It makes a considerable 
difference to a financial institution whether such allowances are accepted practice. 
The income tax factor has been mentioned. So long as the provision is regarded as 
optional and treated as a form of “contingency reserve” rather than as necessary and 
a type of “valuation reserve” (such as the reserve for depreciation or for bad debts), 
it is thought of as a financial luxury—nice if you can afford it. Moreover, some 
institutions may wish to avoid what seems to be unusual accumulations of surplus. 
The point would be particularly important in a state like New York where life 
insurance companies are limited to a 10 per cent surplus accumulation. High yield 
from risky investments whether dissipated as “dividends” to policyholders or 
paid as income taxes to the government will not be available to meet losses when they 
do occur in a depression. 

The general tenor of our discussion thus far has been discouraging to the develop- 
ment of an important place for common stocks in the portfolios of the financial insti- 
tutions discussed. Of the four institutions discussed, only for the life insurance 
companies has there been a strong advocacy for some equity investments. Even 
though only a limited place at most would appear logical, the size of their total 
assets makes any interest important. With present resources of more than 63 billion 
dollars, even a 1 per cent allocation to equities would amount to 630 million dollars. 

When we turn to certain other institutional arrangements we find very different 
investment needs and a growing interest in common stocks. These include insti- 
tutionally administered trusts, pension funds, and investment companies. 

II 
INsTITUTIONALLY ADMINISTERED TRUSTS 

A large and growing institutional channel through which funds flow into business 
is the trust fund administered by a commercial bank. These banks will be referred 
to here as trust companies even though the work is most often merely that of a 
department of a state or national bank rather than that rare institution, a pure trust 
company. Common stocks have been a much more popular holding for these funds 
than for any of the financial institutions discussed hitherto. Although these insti- 
tutional trusts and the financial institutions are both thought of as “fiduciaries” 
in the popular mind, important differences exist in their requirements and invest- 


*® Not all “excess return” over that on such “riskless” investments as United States bonds represents 
premium for risk. Some part of a higher rate of return may be required for the expenses of initial in- 
vestigation and subsequent supervision even in the case of investment quality bonds and preferred stocks, 
More of such expense is incurred where whole loans are acquired as “direct placements.” Expenses are 
still larger as a per cent on investment for residential real estate mortgages than for bonds. Other 
yield differentials result from differences in maturity, tax status, and marketability. 
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ment policy. The trustee has no substantial fixed dollar liabilities as a rule and so 
does not have the continuing solvency problem of the financial institution. Probably 
the greater part of the claims to trust funds are determined by the income earned 
or are shares in the principal at whatever value the latter may have. Exceptions 
exist to whatever extent specific dollar incomes are dedicated to particular bene- 
ficiaries or specified amounts are to be paid from corpus at a future time (pension 
funds are an exception which will be discussed separately at a later point). 

Investment policy should consequently be oriented toward the needs of the 
beneficiaries rather than to meeting the twin problems of solvency and liquidity that 
dominate the thinking of the major financial institutions discussed thus far. These 
beneficiaries are typically individuals with a cost-of-living problem rather than a 
dollar liability problem. Common stocks which provide some adjustment of income 
to a changing price level are appropriate for this requirement. A rising tide of 
sentiment favorable to common stocks over the last three decades has resulted not 
only from recognition of their virtues as an inflation hedge but also from an expecta- 
tion of extra gain in the form of price appreciation. This hope of appreciation is 
based upon the increased values which may result from retained earnings and 
expansion. 

This increasing regard for common stocks as investment media has caused the 
modification of laws governing the investment of trust funds. Although legality of 
an investment for trustees is thought of as being determined by court decisions in 
those states which follow the “prudent man rule,” such jurisdictions have hastened 
matters by legislation. In California, for example, trustees were specifically 
authorized to invest in common stocks in 1943. Even New York, a notably con- 
servative state in such matters, amended its laws in 1950 to permit trustees to pur- 
chase a total of common and preferred stocks that meet certain standards up to a 
maximum of 35 per cent of a fund. Previously, the trustee had been substantially 
restricted to the same investments as were legal for savings banks. 

Trustees may and often are freed from these restrictions upon investment by the 
terms of the trust instrument.’® Such freedom of action is logical in the large trusts 
which are_most likely to seek the professional administration of a trust company. 
Larger trusts are able to diversify and so are better fitted to bear the risks of 


equity investments. The trustee is more apt to favor common stocks when they 
have been included in the original fund set up by the creator.?° 

Over a decade ago Riddle called attention to the substantial portion of trust 
investments administered by national banks committed to common stocks. At that 
time (1937), 2,555 million dollars or 31.4 per cent of the 8,135 million dollars of their 


*° The Trust Investment Study Committee of the New York State Bankers Association found in a 
study in 1949 of 20,000 trusts in that state with an aggregate value of over $4 billion that the pro- 
portion of trusts limited to legal investments was over about 20 per cent by value and not much over 
30 per cent by number of accounts. 

2° This influence is discussed in Riddle, Trust Investments: Their Extent and Some Related Economic 
Problems, 5 Law & ConTEMP. Pros. 339, 345-347 (1938). 
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investment trust property was in stocks. This compared with 1,260 million dollars 
or 26.4 per cent of the 4,774 million dollars reported in 1931.7 Data elsewhere in 
the same article indicate these were chiefly common stocks. By 1950 these trust 
funds held investments totalling 18,399 million dollars of which 4,215 million dollars, 
or 22.9 per cent were in stocks.?” Since state-chartered banks have banking assets 
equal to about three-fourths of those held by national banks, it would seem not 
improbable that they might hold trust funds in a roughly proportionate ratio. Such 
a ratio would mean trust investments for both types of commercial banks in excess 
of 30 billion dollars. 

Another bit of evidence pointing towards the increasingly favorable attitude of 
conservative investors toward common stocks is found in the endowments of col- 
leges and universities. While the figures are not strictly comparable for the two 
years, the accompanying table may safely be read as showing a most remarkable 
growth in common stock holdings from 11.5 per cent in 1931 to 30 per cent of the 
total in 1946.7 


CoMPaRISON OF ProporTIONsS OF UNIVERSITY AND COLLEGE 
ENDOWMENT Funp INVESTMENTS: 1931, 1946 
(The mean of the percentages of each fund at book value) 





Mortgages 
Preferred stocks 
Common stocks 


Cash and minor investments 











The trend has been slightly more marked for the institutions with larger endowment 
funds. As in the case of individual beneficiaries of trust funds, a university has a 
cost-of-living problem. Income is required to pay salaries and wages and buy 
supplies. These costs change with the general price level. Some income shrinkage 
can be borne with equanimity during deflation if counterbalanced by larger income 
during inflation. Moreover, since the endowment is substantially perpetual, market 
price fluctuations need not be a matter of concern. 

Probably as important as any nicely reasoned argument that common stocks serve 
as an inflation hedge, has been the widened yield differential between common 

* Id. at 344. 

32 AnNUAL REPORT OF THE COMPTROLLER OF THE CURRENCY (1950). 

°° The 1946 figures were compiled by Scupper, STEVENS & CLARK, SURVEY OF UNIVERSITY AND 
CoLLEGE ENDOWMENT Funps 19 (1947); the 1931 figures by Woop, StruTHEers & Co., TRUSTEESHIP OF 


AMERICAN ENDOWMENTS (1932), but the latter figures are as adjusted and reported in the first source. 
For differences affecting comparison and variations in practice, see these sources. 
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stocks and bonds since the early 1930’s.** Stock yields did not follow the declining 
trend of bond yields after 1933. From a level around 5 per cent in the 1920's, high 
grade bond yields declined to around 3 per cent by 1940. When it is realized that a 5 
per cent return on invested endowment means two-thirds more income than a rate 
of 3 per cent, the pressure to shift to a heavier proportion of common stocks can be 
appreciated. 
Ill 
Pension Funps 

A special type of trust which is likely to have a substantial bearing on the sums 
available for equity investment is the pension fund. These funds set aside by business 
corporations are designed to supplement the Old Age and Survivors Insurance of the 
Federal Government. Some corporate pension plans have been cared for by ordinary 
annuity policy contracts with life insurance companies but the more substantial part 
are based upon funds managed by trust companies. While satisfactory data are 
lacking, one estimate by an officer of a trust company holding substantial pension 
funds has placed the probable annual inflow of cash for pension trusts at 134 billion 
dollars. A substantial part is expected to be invested in common stocks, possibly 
up to one-fourth of the total.?* Were such a figure approached, it would mean stock 
purchases of almost a half billion a year. So long as excess profit taxes are levied, 
corporations subject to that tax have a strong incentive to make extra contributions 
to build up reserves for pensions that have accrued from past services of employees 
prior to the setting up of the funds. A substantial part of these pension funds have 


been of postwar origin since 1945, although the tax structure and wage restrictions of 
the war period provided a major impetus for the establishment of many. 

These pension liabilities would seem to resemble the annuity liabilities of the 
life insurance company so closely that a similar fixed dollar investment policy might 
seem to be indicated. No attempt will be made to resolve the debate here but 
some of the chief arguments for a less restricted investment policy for pension 


trusts may be outlined. 
(1) The liability for pensions is more uncertain because 
a) -it is affected by the uncertain factor of labor turnover. An employee 
who leaves the company before retirement may receive nothing except 
such amounts as he may have contributed himself. The employer's 
contributions remain to add support for the liability to the remaining 
employees. 
b) the arrangement itself is characteristically a matter of union bargaining 
and may be changed from time to time. 
c) benefits are typically a supplement to the federal Old Age and Survivors 


** For a graphic comparison of such yields from 1900 to 1949, see BADGER AND GUTHMANN, Op. cif. 


supra, note 5, at 719. 
** Central Hanover Pension Bulletin, April, 1950, pp. 2-3; id., July, 1951, pp. 3-4. 
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Insurance which may change. When the scale of benefits for the latter 
was increased recently it reduced the liability of some corporations for 
pension benefits substantially. 

(2) In any case the pension fund is typically inadequate at the outset to cover 
the accumulated liabilities for past servi “onsequently any loss suffered 
through the price fluctuations, from a ic.i-tion (say up to one-third of 
portfolio) invested in common stock, ‘< :ciatively unimportant. The long- 
term solvency of such pension funds ...ust depend primarily upon the cor- 
poration’s subsequent earnings and payroll being sufficient to permit ade- 
quate contributions. It is generally more correct to think of the pension fund 
as collateral to assist the business in carrying out its promises and to regard 
the pension liabilities as a corporate rather than a trust fund obligation. 

(3) The absence of cash surrender values, save for the small amounts sometimes 
payable to employees who leave before retirement, means that security price 
fluctuations can be more readily ignored by a pension fund than a life 
insurance company. 


Such arguments hinge upon a dependence upon the employing corporation’s 
earnings and an underlying belief in the long-term merits of common stock invest- 
ments and that they will yield more even after losses than an equivalent amount of 
fixed income investments. This expectation may go with a further belief in the 
efficacy of some formula plan that attempts to take advantage of the larger swings 
in the stock market.*® Nevertheless a company could suffer hardship if obliged to 


make up a deficit caused by declines in common stock prices or dividends at a time 
when its own earnings were depressed. After the employee has retired his pension 
is fixed in dollars. 


IV 
INVESTMENT CoMPANIES 


Investment companies offer one of the most hopeful institutional devices for 
channeling individual savings into equity investment. Basically they are in- 
vestment pools through which the investor with a small sum can obtain diversi- 
fication and management. They issue shares which have no fixed redemption 
value and so can invest freely in fluctuating values. Their holdings are predominant- 
ly common stocks. They give promise of developing into a major middleman be- 
tween investors and equities in the way in which the savings banks and the savings 
and loan associations have stood between investors and bonds and mortgages. 

Among their misfortunes was their founding and rapid rise to prominence in the 
speculative stock market boom in the late 1920’s. Their losses were accentuated by 
the heavy use of bonds and preferred stocks in their own capital structures so that 
the effects of the ensuing recession and deflation were multiplied. Many of their 


** See TOMLINSON, op. cit. supra, note 14. 
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own shares shrank to a nominal value. Widespread disappointment and disillusion- 
ment threatened to crush this institution new to the American scene. However, one 
type of investment company, the mutual or open-end company, which avoided prior 
securities and issued only common shares, gradually increased in popular esteem 
and has enjoyed a rapid rate of growth since 1945. The rise in the stock market 
even brought a renewal of interest in the speculative issues of the closed-end 
companies whose stocks took on something of the character of a margin account 
because of the fixed claims of their bonds and preferred stock. 

The mutual fund companies that gained the greatest popular favor invested chiefly 
in a diversified list of dividend-paying common stocks. Unlike the closed-end 
companies which offer their securities only irregularly in blocks like the ordinary 
business corporation, the mutual, open-end companies offer their shares for con- 
tinous sale much like a savings and loan association. Similarly, they redeem their 
shares at any time, but not at a fixed dollar value. Repurchase price is based upon 
liquidation value, that is the market prices of their portfolio. The selling price, 
in turn, is based upon these market values plus a “loading” charge, averaging 
around 7! per cent of the amount invested, to cover the sales commission and other 
distribution costs. 

With high income and inheritance taxes reducing the savings of the wealthy as 
a source of capital, the relative importance of the investor of moderate income has 
grown. For the latter, a financial institution which assumes the cares of invest- 
ment management and offers diversification to reduce risk is especially desirable. The 
success of financial institutions in directing the savings of the thrifty into debt 
investment is well known. The recent expansion of the investment company raises 
the hope of their similar success in the field of equities. Two factors have favored 
their recent growth. The first has been the relatively high dividend yields on market 
price, which, even after paying the costs of the investment company, have been 
substantially higher than the return offered by savings accounts in banks, savings and 
loan shares, life insurance, or even the favored Series E United States Savings bonds. 
The other factor has been the postwar inflation. Its effect in lost purchasing power 
has been that of a huge capital levy upon the thrifty who have invested in debt obli- 
gations. Losses have far exceeded the small rate of interest paid even before any de- 
duction is made for personal income taxes. Common stocks, on the other hand, have 
provided rising dividend income and increasing market value to counterbalance this 
inflation at least in part during this period. 

The following figures show the postwar growth of the open-end investment 
companies, which is the growing sector of this business. Their growth brought 
them up to the closed-end companies in 1950. While the absolute amounts are 
modestly small compared with the figures for the financial institutions investing in 
debt, the growth rate of the open-end companies has been higher. But once initiated 
into the nature of stocks, additional investment is likely to continue. The first sale 
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GRowTH OF ASSETS OF INVESTMENT COMPANIES 
(millions of dollars) 





Open-end 
2,445 
1,941 
1,524 
1,411 
1,297 
1,265 


Closed-end 











Source: Secunrrres aND_Excuance Commission Statistical BULLETINS. 


is the most difficult to make. Thereafter, the influence of continued personal sales- 
manship behind this institution should be an important expansive force. Because 
of the influence of market fluctuations the annual changes are a mixture of price 
change and additional shares. 


V 


Is rHE SuppLy or Equity Funps Apequate? 

With the largest financial institutions devoted almost wholly to debt investment 
and only the trust funds, including pension funds, and the investment companies 
providing important institutional channels into common stocks, concern over the 
adequacy of investment in equities is easy to understand. Scanty information as to 
the amount and character of the investments of the funds administered by the trust 
companies has also caused their importance to be overlooked or underrated. The 
greatest impact of both pension funds and investment companies upon the capital 
markets almost certainly lies in the future. 

Another argument used to show that the equity capital supply is inadequate has 
been the widened spread between the yields of bonds and stocks. Dividend yields 
have failed to follow the declining trend of high grade bond yields in the last two 
decades. Such evidence must be read with care. Dividend yields are not wholly 
comparable with bond yields. They relate the current dividend to current market 
price. Unlike the fixed return on a bond, the dividend may fluctuate and investors 
must look ahead in estimating probable long-run yield. Many investors in the 
postwar years have been constantly fearful of a waning of the boom. The higher 
level of commodity prices has also been suspect. Under such conditions the high 
current yield is regarded as temporary and market price, even though possibly mis- 
taken, discounts the expected lower return. The current defense effort, similarly, 
is regarded by many as an extension of a temporary boom. Dividend yields might 
go lower as the result of either a decline in dividends as expected by such pessimistic 
investors or a change in investment temper that could cause prices to rise relative to 
dividends. Another possibility is that common stock yields may never decline so low 
as bond yields just as bond yields never decline to the lowest levels reached by short- 
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term money rates. Space forbids a full-dress analysis but one reason would be that 
the perpetual maturity of common stocks gives them an inherently greater fluctua- 
tion of price range just as long-term bonds move more widely than short maturities. 
A given increase in yields above what the market has come to accept as “normal” 
means so much greater hazard of price reaction for common stocks than for debt in- 
vestments of limited maturity. The increasing hazard of loss in market value as 
maturity lengthens should be one factor in preventing dividend yields from reaching 
as low levels as bond yields. In applying this principle to common stock price 
analysis, one must avoid too great reliance on published current dividend yields of 
particular stocks because in a given market the price may be discounting dividend 
expectations greatly different from the going dividend. 

Still another argument that the supply of equity funds has been inadequate is 
found in the small amount of common stocks sold relative to bonds in the last few 
years. Comparative figures for the postwar years and the late 1920’s when equity 
funds were readily available are shown in the accompanying table. While these 
figures show greater relative sales of common stock in the 1920's, the difference is 
not as substantial as one might imagine. They show a predominance of debt issues 
even during the stock market boom of 1926-1929. 


New Capirat Issues oF ALL CorPORATIONS AND RETAINED EARNINGS 





(PERCENTAGES) 


' 1928 | 1929 | 1930 | 1946 | 1947 





Common stock . 36 21 20 13 
Preferred stock....... y : 24 9 21 12 
Bonds and notes 40 70 59 | 75 
(B1LLI0Ns OF DoLiars) 


3.5 | 4.8 | 5. 5. 4.3 


8 -e 
Retained earnings. ... 2.3 4.3(d)| 7.6 {11.6 | 12.8 J 12.5 (p) 























Total new issues...... 3 | . 5.% 6.4 4.7 | 





(d) =deficit; (p)=preliminary. : 7 : 
Sources: Capital issues—Commercial and Financial Chronicle. Figures exclude investment and holding companies. Retained 


poy, trendy > -rggugmaee ApsTract oF THE Unrrep States (1935); 1946-50, Survey or Current Business 13 (U.S. Dep't Com- 

The chief weakness of such stock and bond data is that they ignore the 
most important source of equity capital, namely retained earnings. The amounts 
of such retained earnings have been added to the table where they can be com- 
pared with the amount of corporate capital issues. Inspection of the table is 
sufficient to show the overwhelming importance of the retained earnings during 
the postwar period as well as how considerably they increased in relative importance 
as compared with the late 1920's. If they were added to the common stock issues 
sold the total common equity “financing” would have amounted to 71 per cent in 
1948 instead of the 8 per cent for stocks alone. Even in 1929 the combination of 
common stocks and retained earnings were but 53 per cent as compared with the 
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36 per cent shown in the table for common stocks alone. The figures might be used 
to argue that such a relatively large use of retained earnings in the postwar years was 
itself evidence of the difficulty of the conventional common stock financing. It is also 
argued that the desire to avoid increased personal income taxes on dividends is a 
possible reason for retention instead of distribution. But with today’s wide distri- 
bution of stock ownership by the large corporations which dominate over-all figures, 
management is probably less concerned on this point than for the smaller corpora- 
tion owned by a limited group. The latter are much more apt to prefer reinvest- 
ment and appreciation over dividends. Management of major industrial corporations 
has probably been more influenced by the feeling that postwar earnings were in part 
an economic fiction. Earnings were increased by inventory price inflation and the 
effect of depreciation charges too small to replace the assets at the higher price 
level.2* Financing of such “expansion” by retained earnings rather than by new 
securities would seem desirable. 

Various other lesser factors should enter into the interpretation of the statistics 
of capital issues as they relate to balance in corporate financing: 


(1) New bond financing may understate the debt accretions because of bank 
borrowing not included. Other long-term debt than bonds may also be 
omitted. 

(2) All debt is constantly being reduced by sinking funds and other payments. 
Common stocks are a source of substantially permanent funds. 

(3) Bonds which are convertible into common stock appear among the debt 


issues but may be exchanged shortly after into common, thereby providing 
indirect equity financing. Such issues have been especially popular in 
utility circles since 1945, whereas during the late 1920’s common stock was 
more commonly sold directly through rights. American Telephone and 
Telegraph Company has been a prime example selling 1,095 million dollars 
of convertible debentures during the five years 1946-1950. Conversions of 
these bonds during the same period reduced bonds and increased stock by 
650 million dollars and brought in 234 million dollars of paid-in surplus. 
Other prominent users of convertible bonds have been Detroit Edison and 
Consolidated Gas Electric Light and Power Company of Baltimore. 


(4) Some writers also include depreciation funds as a source of equity money. 
To the extent that a business has enough income to cover all expenses in- 
cluding the allowances for depreciation and depletion, funds are available 


27 One estimate of the inflation influence on reported profits is as follows: 
Corporation Profits 
( billions of dollars) 1946 1947 1949 
As reported ; Be SO 13.9 18.5 20.9 
As corrected : 7.4 10.7 16.1 
Differences 6.5 7.8 4.8 
Source: Machinery and Allied Products Institute, Chicago. 
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either for replacement of the depreciated assets or for other general corporate 
purposes. The allowance itself is a bookkeeping writedown and not a cash 
outlay. When the resulting cash is not needed immediately for replacement 
it may pay for additional plant, equipment, or inventory that expands 
capacity. However, since such purchases are merely supposed to offset the 
losses in value of the depreciating assets, they are not included here. Their 
importance for financing either for replacement or new assets may be 
judged from their rise from 4.2 billion dollars in 1946 to 7.0 billion dollars 
in 1950."" 

Any attempt to decide how well balanced debt and equity financing have been 
must be based upon the net effect new financing, plowed-back earnings, debt retire- 
ment, conversions, and similar items have had upon the over-all financial condition 
of business. Probably no sector of business has viewed the equity market with 
more concern than the utilities. Their extraordinary expansion after 1945 required 
equity money to keep capital structures in balance. Unlike most industrials, the 
utility finds retained earnings inadequate for growth partly because earnings are 
limited by regulation and partly because credit standing has required the  sub- 
stantial distribution of the bulk of earnings as dividends. 

The balance of debt and equity interests in the capital structures of electric utilities 
is shown in the accompanying table. 


CapiraL Structure Proportions oF PrivaTELY Ownep Execrric UTILITIES 
IN THE Unirtep STaTEs: 1939-1949 
(in percentages) 





£ 
or 


Pontos ¢ 


| 
1944 | 1943 | 1942 | 1941 | 1940 | 1989 
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> 
> 
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_ 


Long-term debt... . | 
Preferred stock. . . 
Common stock 


46. 

15.5 | 15.1 | 14.8 

30.5 | 30.5 | 31.0 | : 

7.9| 7.8| 7.3 | 
| | | 


Source: Statistics or ELecrric Uriurries in THE Unrrep States, 1949 VIII (Federal Power Commission, 1950). 
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While the proportion of debt has grown from a low of 46.1 per cent in 1946 to 49.3 
per cent in 1949, that increase is in large part only a reversal of the decrease from 
48.1 per cent in 1939. During the war when construction was sharply restricted, 
debt could be retired with depreciation money. Such moderate changes can hardly 
be regarded as markedly affecting utility solvency. 

Outside the utility field the characteristic reliance upon retained earnings for the 
bulk of equity money has left long-term debt within the capacity of business to pay. 
Increasing bank loans have also been moderate in relation to the growing working 
capital of business. Banks as a class have been inclined to caution after the experi- 
ences of the early 1930’s. The dominance of the institutional lender in the field of 


*® Survey OF Current Business 13 (U. S. Dep’t Commerce, January, 1951). 
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long-term debt financing has probably meant stricter standards than during the 
1920's when so much of the corporate debt was sold to individual investors. 

But the over-all figures of business are dominated by big corporations and the 
question might still be raised as to the availability of adequate equity funds for 
smaller concerns and for new ventures. Earlier reference was made to the vitality 
of small business as reflected in the recent growth in the number of new concerns. 
The financing of these new concerns has been studied by the Department of Com- 
merce. A sample survey of over a thousand new retail and wholesale trade firms 
during the period from 1945 to 1947 was made. On this basis the report concluded :* 


. . of the estimated $7 billion total of initial capital requirements by new trade firms 
during the 1945-7 period, about 63°4 was financed by the personal savings of the entre- 
preneur, 14% by bank loans, 8°% by supplier credit and about 11% by other loans, mainly 
from friends and relatives. 


A small amount of the remaining 4 per cent was supplied by the capital markets, 
chiefly in the form of equity capital for new wholesale concerns. Of the approxi- 
mately one billion of bank loans only about 10 per cent of the number and 4 per cent 
of the value was represented by Veterans Administration guaranteed loans. 

A similar survey of about 1,100 manufacturing firms newly established from 
1946 to 1948 showed a similar predominance of personal savings (60°/) as the source 
of equity capital with other sources somewhat more important (814°) than for trade. 
Bank loans (12!4°/), trade credit (10°%) and other loans (9°) supplied the creditor 
funds.** 

The importance of personal savings for new concerns is a natural outgrowth of 
a wide distribution of wealth and skills. Some ability to manage one’s personal in- 
come so as to save is a desirable indication of possible ability to manage the affairs 
of a business thriftily.** Creditors like to see a businessman able and willing to risk 
some capital of his own. Once business ability is demonstrated, credit that par- 
takes of the nature of equity capital often follows. Such credit grows out of the 


2°In contrast, the Government through the continuance of F.H,A. guarantees into the boom years 
has encouraged 80 and go per cent loans. Such percentages are higher than those made during the 
1920's by institutions which later experienced losses. The Reconstruction Finance Corporation, another 
Government agency, has made some notably higher percentage loans. States and municipalities are 
increasingly financing new ventures without any equity capital by the use of revenue bonds, #.¢., bonds 
dependent upon net earnings rather than taxes. 

®°F awrence Bridge, Capital Requirements of New Trade Firms, Survey or Current Business 18 
(U. S. Dep’t Commerce, Dec. 1948). 

*1 Bridge and Holmes, Capital Requirements of New Manufacturing Firms, Survey oF CURRENT 
Business 11 (U. S. Dep’t Commerce, April, 1950). Some further corroborative evidence of the ability 
of the small business to maintain its place in American business is found in statistics comparing the per 
cent of the national income by unincorporated and incorporated units annually from 1929 to 1948. 
The former would presumably be chiefly small and the latter large business. Because of the many 
factors affecting their interpretation, the data are only mentioned here. Survey or Current Business 10 
(U. S. Dep't Commerce, July, 1949). 

32 Roperick F. McDonatp, ADEQUACY OF SUPPLY OF CAPITAL FOR THE FORMATION AND GROWTH OF 
SMALL Business (unpublished doctoral thesis, Northwestern University, 1951) examines a number of new 
businesses, which illustrate the importance of personal qualities to survival and success as well as the 
variety of capital sources that are open to them. 
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pressure to sell merchandise and to find profitable investment. Equity-like credits 
rather than actual equity investment fit the young business partly because of the 
jealous manner in which the owners seek to retain undiluted control and independ- 
ence, and partly because those extending credit would find it time-consuming and 
unprofitable to spend the supervisory effort which would have to go with adequate 
control. Credits that are short-term may provide fairly permanent sources of capital 
so long as the business debtor gains their continuing renewal by meeting his obliga- 
tions with reasonable promptness. Many devices exist for minimizing the need for 
equity capital, such as the rental of space for operations as well as the use of credit 
in the purchase of equipment, merchandise, and supplies. 

Long-term credits and equity investment by outsiders are difficult to achieve for 
most small businesses on an economic basis because of their impermanence. This lack 
of permanence is associated with the dependence of such concerns upon one or two 
persons for continuance rather than upon a self-renewing organization with a large 
personnel. It also results from the rapidity with which a small working capital can 
be dissipated by operating losses and drawings of the owner.** Equity capital for 
the small business is most logically supplied by the operator-owners or those closely 
associated with them. If success follows, the small business may grow rapidly from 
retained earnings and the credit which success commands. Retained profits for 
small business may be labor-return of the owner rather than the pure capital-return 
of the large corporation, which explains why the percentage growth may be star- 
tling.** Successful owners often show a willingness to let their living expenditures 
lag behind their earning power. 

The competitive system is directed to supplying goods and services that the 
community wants at the lowest costs. In so far as earnings are a satisfactory measure 
of economic want and low costs, a system that leans heavily on retained earnings 
for equity capital will favor the growth of the low-cost and efficient business units. 
Rather than forbidding or limiting entry to business, our economic system depends 
upon the forces of competition to regulate the major supply of equity funds (free 
entry is, of course, limited in certain fields, as in public utilities and banking). 

The existing high birth rate of small business suggests that any increase brought 
about by making equity capital more available might add little to the population. 
It might only increase the death rate by an equal amount. The justification for 
stimulating the birth rate in an already well-populated business environment is 
doubtful. Perhaps the best argument can be made in the field of new manufacturing 


** This point is overlooked by the advocates of a system of government-guaranteed “equity-like” loans 
for small business that would parallel the F.H.A. guaranteed-mortgages loan system. The latter is 
secured by real estate of relatively permanent value; the small business loan rests upon an interest in 
assets which can shrink, be drained off, or become debt-encumbered with distressing speed. 

** An interesting example of inverse correlation between size and growth rate is given in a list of 292 
manufacturing corporations, whose financial statements became available after 1945 because of a sale of 
securities to the public. Sales expansion between 1945 and 1949 ranged from 94 per cent for corporations 
with sales under $2.5 million to 20 per cent for those with sales of $20-25 million. Monthly Letter on 
Economic Conditions (National City Bank of New York, Dec. 1950). 
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ventures offering novel products or production methods or bringing industries to 
areas that seem fitted for economic production. Even here the search for business 
opportunities by existing concerns, by new enterprisers, and by communities seeking 
industry must be kept in mind. However, special institutions continue to be pro- 
posed and to be founded to aid in this job. The work of the recently founded 
American Research and Development Corporation, of the Industrial Development 
Bank (Canada), and the Industrial and Commercial Finance Corporation, Ltd. 
(Great Britain), of regional institutions fostered by commercial bankers and others, 
and legislative proposals such as the investment companies proposed in the Lucas- 
Spence bill are indicative of interested efforts to mend any gaps in this field of 
financing.*® However, the limited operations of institutions of this type as well as 
the experience of the Reconstruction Finance Corporation and Federal Reserve banks 
when given extended powers suggest but limited opportunities for new institutions. 

In this connection the function of the stock market is often misunderstood and 
understated. Because new and small concerns cannot resort directly to the registered 
exchanges for money, they are regarded as playing no part in providing new venture 
capital. Actually a large part of the funds for any such venture is derived not from 
new current savings but from the liquidation of existing investment or specu- 
lative holdings. Liquidity is the essence of a good market for instruments 
of equity finance. Here is the cashier’s window where old stocks may be cashed 
to buy new. Here, too, is the place for cashing in on successfully invested 
retained earnings. Not only is this true for the large corporation whose stock 
is already listed, but it is also true by indirection for the lesser, medium-sized busi- 
ness. Because of the stock market, the owners of the latter can sell all or a part of 
their holdings of a closely held venture once it has been built up to the requisite size. 
Or, they may merge it with a corporation whose stock is listed and sell the resulting 
shares. Marketability of stocks either present or prospective makes equity investment 
much more attractive. Such popularization of common stocks is especially im- 
portant in a country that wishes a wide distribution of its wealth and uses inheritance 
and gift taxes that require partial liquidation of large estates. 

ConcLusIons 

The review of the problem of equity financing leads to the conclusion that 
American business has met its requirements remarkably well in spite of the lack of 
participation by major financial institutions and the increased burdens of taxation 
upon the conventional sources of equity money as found in corporate net income and 
personal incomes in the upper brackets. The commercial and savings banks, the 
savings and loan associations, and even the life insurance company do not appear 
well fitted to become equity investors in more than a minor way in view of their 


*° The problems and institutions in this area are more fully discussed by Schmidt, Meeting the Long- 
Term Capital Requirements of Small Business, 6 J. Finance 143-149 (June, 1951). 
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fixed dollar liabilities. A paucity of surplus over their indebtedness makes it hard 
for them to meet the solvency problem created by possible shrinkage of stock values. 
Such shrinkage may arise from ordinary business risks, cyclical fluctuations of busi- 
ness, or price level deflation. In this respect, some common stocks such as those of 
certain utilities may prove less vulnerable and more appropriate than others for 
limited investment. Two rising institutional channels give promise of directing 
more funds into equity channels. Both pension funds and investment companies 
draw savings from the low and moderate income groups. Their expected expansion 
is likely to be an increasingly important element in the stock market. Such a tapping 
of middle class savings is important in view of the generally held view that larger 
incomes and savings from such incomes have been hard hit by high federal taxes. 

A continuance of the factors favorable to equity investment could result not 
only in an increased flow of current savings into common stocks but also a shifting 
of existing liquid savings from existing financial institutions. Higher yields and 
possible appreciation are potent stimuli where the individual is intent upon long-run 
accumulation as for retirement rather than desirous of liquidity to meet emergencies 
or short-term needs. Even life insurance companies might be affected by a greater 
demand for term and ordinary life at the expense of limited payment and endowment 
policies if accumulation through investment companies appears more attractive to 
more people. By providing more adequately for old-age retirement, pensions and 
federal Old Age insurance make term insurance more suitable as compared with 
policies that have a large investment element and require large reserves. 

While the pension funds and investment companies are likely to concentrate upon 
the more seasoned stocks of major corporations, their buying will influence the whole 
market supply of equity funds. The stock market with its publicized prices and 
liquidity offers a constant means of comparison and an opportunity for easy shifting 
where bargains appear. Higher prices and lower yields for the more highly rated 
stocks will tend to raise the market value of less well rated issues. The more ample 
the supply of equity funds the more readily will funds become available for small 
as well as large enterprises. 

Special institutions or measures for increasing the availability of either equity 
or credit funds have been tried and are frequently discussed. Useful though they 
may be, they have been relatively unimportant in directing funds into business 
channels save on special occasions as during the business depression of the 1930's. 
Even then the valuable work of such governmental agencies as the Reconstruction 
Finance Corporation and the Home Owners’ Loan Corporation was almost wholly 
to assume the investment burdens of other institutions temporarily rather than to 
meet new capital problems. During World War II, however, the R.F.C., the De- 
fense Plant Corporation, and the Smaller War Plants Corporation did yeoman 
service in aiding the war effort. 
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The economic problem of equity capital, whether sought in the form of common 
stock or less obviously as marginal credit, will doubtless continue to receive con- 
siderable attention. However, the evidence of growth in equity capital, particularly 
as reflected in the record of retained earnings of established business and the forma- 
tion of new business units in the postwar years, would strongly indicate that the 
problem is one which chiefly bothers the individual concern or a particular sector 
of business. The progress of the economy as a whole and its ability to balance debt 
increases with equity investment indicate that a shortage of equity capital has been 
no serious obstacle to business expansion and high productivity. 








FEDERAL DEBT MANAGEMENT AND THE 
INSTITUTIONAL INVESTOR 


Rocer F. Murray* 


The magnitude of federal financial operations in the management of the public 
debt has made them a new but highly essential topic for consideration in appraising 
the principal factors affecting the institutional investor. As the interest-bearing debt 
of the United States Government reached 276 billion dollars at the end of 1945 com- 
pared with less than 48 billion dollars, at the end of 1939, debt management ceased to 
be largely an absorbing study for the money market technician. The size, composi- 
tion, and distribution of this huge increase in the debt introduced to institutional 
investors a number of policy and operational questions for which only tentative 
answers have been found thus far. 

I 
Osyjectives oF Dest MANAGEMENT 


With the growth of the federal debt, certain basic objectives of debt management 
have emerged during recent years. Some of these objectives are of special significance 
to investing institutions. 

A. Low Interest Rates 

The direct and rather myopic objective of debt management has been to minimize 
the carrying charges on the public debt. Undoubtedly this will continue to be a 
cardinal purpose of Secretaries of the Treasury for many years to come. Problems 
of revenue raising are likely to resolve most doubts in favor of the course which 
keeps the interest rate as low as possible. It can be hoped, however, that this cost 
factor will be viewed in its proper perspective in relation to the many more pertinent 
considerations which are always present in reaching debt management decisions. 

The idea that easy money is a panacea for many real and fancied ailments of 
the economy is, of course, an important foundation for policies directed toward 
maintaining rates at low levels. This is the objective which causes most concern 
to institutional investors, many of whom have contracted to pay fixed rates of 
return far into the future and all of whom are most eager to improve their invest- 
ment income. Because easy money can be made to sound so attractive to so many 
people, savings institutions and individuals have a difficult task in effectively pre- 
senting the other side of the case. Yet such a presentation must be made repeatedly 
if the private thrift and eleemosynary institutions are to survive and prosper. 


*B.A. 1932, Yale College; M.B.A. 1938, Ph.D. 1942, New York University, Graduate School of 
Business Administration. Vice President, Bankers Trust Company, New York, N. Y. Contributor to 
business and economic periodicals. The author is especially indebted to his colleagues, J. H. Riddle and 
Roy L. Reierson, for their assistance in the preparation of this article. The conclusions and opinions ex- 
pressed are, of course, his own responsibility. 
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There is little doubt about the ability of the authorities to maintain interest rates 
at comparatively low levels if they are prepared to ignore the other consequences of 
their actions. As has been demonstrated repeatedly, the maintenance of low rates 
in the face of conditions which would otherwise produce a firming in the rate 
structure will inevitably lead to either actual or potential inflationary pressures. 
There are times, of course, when the broadening of the credit base has no immediate 
consequences, and for the duration of such a period the authorities have, in effect, 
a free hand to apply a persistent pressure on rates. When inflationary tendencies 
are strong, however, easy money objectives are likely to come into sharp conflict with 
efforts to control the expansion of credit. 

The search continues for some plan or device by which it would be possible 
to exercise restraint on the expansion of bank credit without raising interest rates 
on Government securities. Special reserve and loan reserve plans which are advanced 
from time to time reflect this effort to isolate interest rates from anti-inflation meas- 
ures. The counterpart of the special reserve plan, which seeks to freeze Government 
securities in the commercial banking system, is the nonmarketable long-term bond 
made available to the institutional investor. These nonmarketable issues are designed 
to provide a penalty against redemption prior to maturity. Thus, we find a wide- 
spread variety of devices in operation and proposed for the purpose of maintaining 
low interest rates during periods when a rise would logically be expected. 

B. Accommodating Investors 

The maximum contribution can be made to an orderly market for Government 
securities by adapting new issues to the particular needs of different classes of in- 
vestors. The Treasury has repeatedly stated as one of the cardinal purposes of debt 
management the provision of securities most appropriate to the requirements of the 
commercial banks, corporations, individuals, and savings institutions. 

In part, this attitude simply recognizes the fact that it is always easiest to sell 
the types of securities in greatest demand. Attention to the preferences of different 
classes of investors also tends to assure more permanent placement of new issues. 
This has become of increasing importance as the size of the debt has impaired the 
ability of the open market to provide for the shiftability of large segments of the 
outstanding debt, particularly in the case of restricted bonds for which the com- 
mercial banking system cannot provide a market. 

The existence of a very large volume of savings bonds of all series, redeemable 
at the discretion of the holders and largely maturing during the next few years, 
creates a special problem for the Treasury. A volume of redemptions fluctuating 
from time to time as conditions dictate is to be expected. Heavy encashments met 
by borrowing from the banks in a period of strong inflationary presssures would be 
undesirable, however, and make it difficult if not impossible to apply restrictive credit 
policies. It is especially important to place such demand obligations in the hands of 
those investors who are least likely to exercise the redemption privilege. This means 
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making and keeping savings bonds attractive in comparison with other savings 


media. 
A more important consideration, however, is that the debt should serve as a 


suitable medium of investment for many different requirements. The flexibility 
of the commercial banking system is certainly fostered by the availability of a very 
large volume of short-dated paper. In the case of savings institutions, longer-term 
securities are appropriate in part as permanent holdings for income, in part to provide 
for diversification of maturities, and over a period of years to permit a ready adapta- 
tion of investment portfolios to changing conditions in the capital markets. The 
latter function is performed most effectively by Government securities because they 
are acceptable assets to every type of institution or individual. We know that other 
types of assets, because of custom, law, or technical difficulties, cannot be as readily 
shifted from one holder to another, whereas every kind of investor can make some 
use of Government issues in his portfolio. 
C. Economic Stability 

Efforts to achieve a greater degree of stability in the economy are made on many 
fronts. The social security program, public works activities, agricultural price 
support schemes, tax legislation, and credit policy are among the many facets of the 
modern government’s attempts to avoid booms and busts. 

While it is generally admitted that there are important limitations to the contri- 
bution which credit policy can make to economic stability, it is only reasonable to 
expect that at least the actions of the authorities in this area will be in conformity 
rather than in conflict with other programs. Debt management can play a fairly 
important part in efforts either to restrain an inflationary boom or to check a per- 
sistent deflation. The sale of long-term bonds to individuals and savings institutions 
and the retirement of bank-held debt with the proceeds can be a restrictive force. 
The application of a budgetary surplus to the retirement of securities held by the 
Federal Reserve banks is an effective means of reducing the credit base. When 
the problem is largely one of deflation, deficit financing through the banking system 
will expand the money supply and a maximum easing of credit conditions can be 
quickly accomplished through the open market operations of the central bank. 

In the past, contracyclical monetary policies have been thought of primarily as 
applying to the commercial banks. More recently, however, with the growing im- 
portance of savings institutions, it has become evident that their investing activities 
can have a very important effect upon the level of activity in heavy industry and all 
phases of construction. In the future, it seems logical to expect that debt management 
will be more directly related to developments in the long-term capital markets. 
Investing institutions must be prepared for this more active intervention in the 
markets which they dominate. 
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Il 
DepENDENCE ON Dest MANAGEMENT 

Because of the stability of the growth in savings as compared with the fluctuations 
which occur in the volume of private investment outlets, it is necessary to recognize 
the extent to which investing institutions have come to depend upon compensating 
operations in the management of the federal debt. 

A. Relative Stability of Institutionalized Savings 

It is well known, of course, that the flow of individual savings is relatively steady 
because of the importance of habit in regulating the affairs of individual family 
units. Even greater stability in the flow of funds is to be found in the principal 
savings institutions where habit is reinforced by promotion and salesmanship. In 
the case of life insurance, of course, the existence of a contract is an important factor 
because it provides for penalties in the event that payments are not made according 
to schedule. 

The amounts flowing into savings institutions have reached a high level and it is 
important to observe the difference between such savings and those held by indi- 
viduals at their own disposal. When a life insurance company, a mutual savings 
bank, or a savings and loan association gathers together the savings of a number of 
individuals it agrees to pay a certain rate of interest or dividend on these amounts. 
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TABLE I 


SeLecreD Factors IN THE SUPPLY OF AND DEMAND FOR INVESTMENT Funps, 1920-1950 
(Amounts in Billions) 
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1951). 
1Net increase or decrease in assets available for investment. Components will not necessarily add to totals because of rounding. 

2 Net increase or decrease in corporate long-term debt excludes intercorporate debt but includes mortgages and term loans of commercial 
banks. Changes in the net debt of state and local governments are for fiscal years ending June 30. Ci will not ily add 
to totals because of rounding. 





They must be invested, therefore, and start earning some return immediately. The 
same funds added to a demand deposit account or stored under the traditional mat- 
tress involve no commitment for a rate of return. A high and relatively stable level 
of institutional savings, therefore, creates a rather inflexible factor in the capital 
markets. This contrasts, of course, with the substantial range of fluctuations which 
normally occur in the demand for permanent capital. 

The general nature of these relationships is shown in Chart I—“Selected Factors 
in the Supply of and Demand for Investment Funds.” The data used are shown in 
Table 1. The purpose of this chart is simply to illustrate the characteristic stability 
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of the yearly supply of funds in a selected group of savings institutions (life in- 
surance companies, savings and Joan associations, and mutual savings banks) com- 
pared with the annual demand as represented in part by changes in net corporate 
long-term debt, in noncorporate mortgages, and in the net debt of state and local 
governments. These are, of course, net figures for both supply and demand. The 
new investments made each year substantially exceed the net additions to assets be- 
cause of repayments. In the case of life insurance companies, for example, new 
loans and investments have typically exceeded new funds by 50 per cent and more. 

The long period of the 1920's, the middle and late 1930’s, and the late 1940’s set 
general levels for the rate of growth in these savings institutions which were reason- 
ably predictable from year to year. Since these institutions were practically pro- 
hibited by law from investing in equity securities, the comparison is made with 
changes in selected forms of long-term debt without reference to new equity money 
sought in the capital markets. The picture presented here is restricted, therefore, to 
the area in which debt management operates: the field of bond and real estate mort- 
gage investments. 

Of growing importance, especially in recent years, are the accumulations of 
funds in trusteed pension funds. There are at present no adequate statistics on the 
volume of funds available for investment each year from this source. Estimates 
made by Bankers Trust Company, New York, indicated that by the beginning of 
1951 the rate of growth in trusteed pension funds approximated 1 billion dollars. 
Chart I does not reflect this addition to the supply of funds, but it can be visualized 
as a layer of gradually increasing width. It is another element of stability because 
in the main persion fund contributions show only moderate variations from year to 
year. 

No comprehensive information has yet been gathered on how these funds are 
being invested, although it is evident that corporate bonds represent the largest single 
outlet for funds. Because it is not possible to trace the shifts which have occurred in 
pension fund holdings, they have been omitted from the discussion which follows. 
Pension funds have become a significant factor in the capital markets, but for the 
present purposes they must be treated simply as a component of the general category 
of institutional funds, along with endowment funds and other large aggregations of 
capital invested on a long-term basis. 

For most years it would also be appropriate to add changes in time deposits of 
commercial banks to the supply of investment funds, but it has seemed preferable to 
exclude these amounts because of the distortions which occurred during the period 
of bank failures and the fact that it is virtually impossible to distinguish the corre- 
sponding assets in commercial bank portfolios. If the change in time deposits were 
included, it would have the effect of widening the range of fluctuations in the supply 
of funds shown in Chart I. The figures for changes in time deposits are given in 
Table 2 for convenient reference. 
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The activities of insured commercial banks relevant to this discussion were as 
follows during the period from December 31, 1945 through December 31, 1950: 


Amounts 
in Millions 
Increase in “other securities”. . 
Increase in real estate loans 
Increase in obligations of state and local governments 


Total increase... . 


This compares with a time deposit increase of 6.2 billion dollars for this group of 
banks, giving an indication of the extent to which bank credit was used in meeting 
the demand for funds in these areas. 


TABLE 2 
GrowtH IN Time Deposits* of CoMMERCIAL BANKS, 1920-1950 


(Amounts in Billions) 

Year Increase Year Increase 
1920 $1.0 1937 $0.7 
1921 0.6 1938 0.0 
1922 0.9 1939 0.5 
1923 1.7 1940 0.5 
1924 1.4 1941 0.1 
1925 1.3 1942 0.5 
1926 0.9 1943 2.9 
1927 1.5 1944 49 
1928 0.8 1945 6.1 
1929 —0.6 1946 37 
1930 -0.2 1947 1.4 
1931 -3.6 1948 0.6 
1932 —1.7 1949 0.3 
1933 -2.6 1950 0.2 
1934 12 

1935 1.0 

1936 0.9 

* Excluding interbank time deposits and postal savings redeposited in banks. 
Source: Boarp of GOVERNORS OF THE FEDERAL RESERVE SysTEM, BANKING AND MONETARY STATISTICS 
(1943), Feperat REsERVE BULLETIN. 


In the 1930’s, when the demand for funds was low relative to savings, it is 
interesting to observe how insured commercial banks had the reverse experience. 
From December 31, 1934 to December 31, 1939, time deposits increased by 3,045 
million dollars, but the net increase in the same groups of assets was much less. 


Amounts in Millions 
Decrease in “other securities”... . Rees $ 472 
Increase in real estate loans...... : .. Sor 
Increase in obligations of state and local governments........ 874 


Net increase 
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It can be observed in passing, therefore, that the commercial banks provide a flexible 
factor in equating the supply of and the demand for investment funds. The extent 
of their participation, however, will depend in part upon the policies of ease or 
restraint followed by the Treasury and the Federal Reserve. 


B. Methods of Equilibrating Supply and Demand 
It might be argued that the achievement of an equilibrium between the supply 
of and demand for long-term capital is the proper function of the rate of interest. 
Undoubtedly over a long period of years interest rates can be an important factor. 
Realistically, however, we know that life insurance, for example, is sold by salesmen 
and not bought by savers. The cost of the insurance, as affected by the rate of 
interest among other factors, has some influence, but we know from long experience 


that direct selling is the principal reason for the rapidity of the growth in life in- 
surance company assets. During the last 20 years, during which the interest rate 
earned by life insurance companies declined by almost 40 per cent and many of the 
costs of doing business rose substantially, the full effects of these developments were 
obscured by the continuing improvement in mortality experience. The cost of life 
insurance did not rise to the extent suggested by the decline in interest rates, with 
the result that the flow of savings to these institutions was not curtailed on that 
account. 

As promotion and salesmanship continue to strengthen the already deeply in- 
grained habits of channeling savings through the principal investing institutions, it 
seems probable that only such drastic developments as a deep depression or a 
sustained inflationary buying spree are likely to influence materially the rate of 
accumulation of funds for them to invest. There is no such assurance, however, of 
comparable stability in the demand for long-term capital. In spite of all the 
studies of the causes of changes in capital expenditure programs, there is little 
convincing evidence that we have learned how, in a dynamic free society, to 
eliminate the greater portion of the year-to-year variations which have been typical 
of our experience over many decades. 

One possible method of achieving a limited elasticity in the supply of funds 
for the capital markets would be to establish a kind of central bank or investment 
bank for the various institutions. This approach is exemplified by the Federal Home 
Loan Banks in the discount privileges which they afford savings and loan associ- 
ations for home mortgages. In the residential housing boom following World War 
II, the accumulation of savings in these institutions did not keep pace with the 
volume of suitable mortgage loans. Through the functioning of the Federal Home 
Loan Banks, member associations were able to supplement their own resources by 
more than 600 million dollars to help meet the very active demand for funds. 

In the early postwar years, a central institution might have functioned to supple- 
ment the ability of the life insurance companies and other savings funds to meet the 
rapid increase in corporate long-term borrowing. The institution would have 
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found it necessary, however, either to sell short-term securities to the commercial 
banks or to borrow from them. In the United States, it seems very doubtful that 
such an investment bank would provide a desirable method of providing elasticity 
to the capital markets. The principal danger is that the institution would always 
operate to expand the supply of funds but never to contract it. Experience shows 
that agencies designed to finance soon become agencies to promote. It appears that 
only an institution having the broadest responsibilities for economic stability can be 
expected to have the courage to restrain a boom before excesses result. 

It seems far preferable to rely on the financial agencies which now exist and 
effectuate their purposes by transactions in Government securities. They can in- 
fluence market prices, change the maturities of the debt as between long-term and 
short-term, alter the composition as between marketable and nonmarketable issues, 
and facilitate the shifting of securities from one group of holders to another. Sales, 
purchases, and refundings are the methods by which the Treasury and the Federal 
Reserve System operate, but the state of the federal budget is also an important 
factor. 

The function of budget surpluses was illustrated in its simplest form during 
the years 1921 through 1930 when debt was being regularly retired. In this period 
of relatively high demand for permanent debt capital on the part of industry, the 
life insurance companies and mutual savings banks sold or redeemed close to 700 
million dollars of their Government securities, representing over 40 per cent of what 
they held in 1920. In the years 1934 through 1939, on the other hand, Government 
deficits, financed in part through the savings institutions, were reflected in a 6.9 
billion dollar expansion in the Government securities held by these two groups. 
This represented an increase of 430 per cent during the years of low capital demands 
from private sources. 

The problem is obviously not as simple as this partial record of the past might 
seem to indicate. A great many factors, entirely apart from debt management 
objectives, will be responsible for the budget position and no real flexibility has 
been achieved- in this area. The authorities must be prepared, therefore, to take 
appropriate action whether or not they would have the active assistance of the de- 
sired budget situation. 


C. Portfolio Policies after World War II 


After the close of World War II, the principal investing institutions had a new 
interest in the debt management questions facing the Treasury and Federal Reserve 
authorities by reason of their greatly expanded holdings. For example, life in- 
surance companies at the end of 1945 owned 20.6 billion dollars of Government 
securities compared with 5.4 billion dollars at the end of 1939. Mutual savings 
banks increased their holdings from 3.1 billion dollars to 10.7 billion dollars during 
the same period. These and other institutional holdings were, of course, largely 
concentrated in the 24 per cent long-term bonds not eligible for commercial bank 
investment. 
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The market behavior of the restricted bonds became of interest because of the 
limited supply of bonds. Of great importance, however, was the prevalence of 
premiums in the market, which assured holders of the ability to shift into other 
forms of investment at any time without penalty and, in fact, with a profit for all 
original subscriptions at par. Thus, savings institutions enjoyed the most liquid 


position in their history, feeling secure in the belief that their Government securities 
would always command a price of par or better. 

This frame of mind was the product of the policies followed in the months after 
the termination of hostilities. The Treasury used its excessively large cash balance 


accumulated from the Victory Loan drive to retire maturing notes and certificates 
of indebtedness held by the banking system and by nonfinancial corporations. The 
aggregate reduction in marketable securities during the year 1946 exceeded 22 billion 
dollars and further retirements were in prospect. Therefore, there was no apparent 
need or inclination to issue long-term marketable bonds which might depress the 
prices of outstanding issues. 

Most effective in strengthening confidence in the maintenance of the 2!4 per cent 
rate were the repeated assurances given by Treasury and Federal Reserve officials. 
The Treasury consistently argued that breaking through par on the long-term 2'4 
per cent bonds would seriously interfere with its large refunding operations, might 
induce larger encashments of savings bonds, and even cause loss of confidence in 
the Government’s credit. Furthermore, there was no weakening in the devotion to 
easy money as a permanent policy not only in order to keep down the carrying cost 
of the debt but also because of its alleged benefits to the economy. In the elaborate 
program to stimulate residential housing, for example, the prevalence of low money 
rates for decades to come was regarded as essential. 

Even when the rising clamor for an unfreezing of short-term interest rates 
reached a crescendo in the winter of 1946-1947 as inflationary pressures became 
evident, it was repeatedly stated that no change was contemplated in the 244 per 
cent long-term rate. It appeared, therefore, that nothing could impair the liquidity 
of the restricted bonds held by institutional investors. That being the widely shared 
assumption, there was no reason to own short-term securities which provided very 
low rates of return. Why should an institutional investor, without either demand 
deposits or other short-term liabilities, hold Government securities maturing in less 
than ten years? 

Debt management as practiced during 1946 and early 1947, together with 
assurances given for the indefinite future, had the effect, therefore, of inducing 
institutional holders of Government securities to succumb to the strong appeal of a 
desperately needed higher yield. Since requirements for liquidity were assumed 
to be satisfied by the assurances of the monetary authorities, institutional investors 
became dependent upon debt management policies. It was easy for the portfolio 
manager to forget that he had exchanged the freedom and independence of short 
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maturities for the better paid but less certain position of the hopeful beneficiary of a 
protected, supported market for long-term bonds. Thus the events and policies of 
the war and immediate postwar years gave institutional investors an unprecedented 
concern with federal debt management policies. 


Ill 
ProvipInc FLEXIBILITY TO THE CAPITAL MARKETS 


The most effective way of examining the possibilities and problems of contributing 
to economic stability through adding a limited elasticity to the supply of investment 
funds is to review briefly the two important postwar operations: the pegs of 1947- 
1948 and the removal of the pegs in 1951. 


A. The Pegs of 1947-1948 

Inflationary pressures continued strong into 1947 after a brief pause early in the 
year. Finally and reluctantly the Treasury agreed to permit the rate for g1-day 
discount bills to rise in July and tock the first step to free the rate on one-year 
certificates of indebtedness in refunding the August maturity. This firming of 
short-term rates was in contrast to the behavior of long-term issues. From April 
through September, sales of bonds from various Treasury and agency investment 
accounts totaled 1.8 billion dollars as part of the effort to keep prices from rising. 
Since the Federal Reserve banks held less than 800 million dollars of bonds, they 
could not add appreciably to the supply. 

Late in September, in response to the repeated urgings of institutional investors, 
the offering of almost 1 billion dollars of 2!4 per cent Investment Series A bonds 
redeemable at a fixed scale of discounts prior to a 1965 maturity rather thoroughly 
completed the job of supplying the market. From the vantage point of hindsight, 
it is clear that the Investment Series A bonds were not needed at all. Almost im- 
mediately after their October 1 issuance date, there occurred a very substantial in- 
crease in the volume of new corporate financing at somewhat higher rates; the 
demand for mortgage money rose further; and state and local governments were 
borrowing actively. At the same time, the rate of increase in savings flattened out in 
some institutions and declined in others. The fourth quarter of 1947 showed a 
radically altered situation. 

By November the Treasury investment accounts and the Federal Reserve banks 
had become substantial buyers in their reluctant support of a declining bond market. 
Lack of confidence in the support policy, partly induced by the rise in short-term 
rates, soon became widespread in spite of assurances that par would not be violated. 
On December 24, 1947, it became necessary for the Federal Reserve to state that they 
would take all offerings at a fixed price. This peg was set at 100!4 for the Victory 
2¥, per cent bonds of 1967-72, representing a decline of almost 3 points from prices 
prevailing during the first half of the year. The first week of this fixed support 
operation resulted in Federal Reserve purchases approximating 1 billion dollars. 
This selling continued into the early months of 1948 at a very high rate. 
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Selling by institutional and other holders gradually dried up and the long-term 
restricted bonds moved above the pegs during May. In July, however, the Treasury 
made a special offering of Series F and G savings bonds, for which subscriptions ex- 
ceeded 1 billion dollars. At about the same time, action taken to restrict bank 
credit expansion and to stiffen short-term rates revived nervous liquidation of the 
pegged long-term bonds. This continued rather persistently until early November. 
By that time, the levelling off in commodity prices, bank loans, and new capital 
expenditures indicated the subsiding of inflationary pressures. The outcome of the 
presidential election served to strengtien confidence in the support policy and 
institutional selling subsided. This pegging operation was completed. 

In attempting to appraise the support operation, it seems appropriate to ask at 
least three questions: 


(1) Did it make a worthwhile contribution to economic stability through its 
effects in the capital markets? 

(2) Were there other collateral effects which were undesirable for or damaging 
to other sectors of the economy? 


(3) Could it have been more effectively executed? 


In attempting to answer the first question, it is important to observe how 
various institutional investors used the funds made available to them by the bond 
support operation. In round numbers, the life insurance companies on balance sold 
or redeemed United States Government securities amounting to almost 5 billion 
dollars during the years 1947 and 1948. As a consequence they were able to in- 
crease their mortgage loans and their holdings of corporate securities by some 11 
billion dollars, when actual growth in resources only slightly exceeded 7 billion dollars 
for the two years. In effect, therefore, the pegging of long-term bonds facilitated a 
substantial contribution by these institutions to the financing of the postwar capital 
expenditure and housing booms. The liquidation of Government securities by 
mutual savings banks and by savings and loan associations exceeded 1 billion dollars 
during these same two years. This, of course, also permitted mortgage lending and 
corporate bond investing in amounts exceeding the actual growth in savings. 

Whether this method of expanding the lending and investing capacity of the 
savings institutions contributed importantly to the inflation is a moot point. The 
short-run impact of the capital expenditures which were financed in amounts greater 
than otherwise would have been possible undoubtedly contributed to the upward 


pressure on prices. However, it is difficult to distinguish this influence from many 
other inflationary forces such as wage policies, buying agricultural commodities for 
export, the support of farm prices, and the activation by both business and consumers 
of the tremendous liquid assets created during the war. The huge expenditure 
programs for electric power, communications, petroleum production, and increasing 
the productive capacity of industry generally also had the longer run effect of in- 
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creasing efficiency, expanding the supply of goods, and easing the upward pressure 
on prices. In this respect it seems clear that the heavy capital expenditures of 1947 
and 1948 made a very substantial contribution to the complete subsiding of inflation- 
ary pressures by the middle of 1949. In terms of the objective of contributing to 
economic stability, therefore, a reasonably good case can be made for the desirability 
of the bond price support program. 

In the process, furthermore, certain other objectives of debt management were 
achieved. Disorder in the Government securities market was avoided and no 
serious problems were created for the Treasury in its periodic refunding operations. 
By making long-term Government bonds liquid and shiftable between individuals 
and institutions, the desirable function of the public debt in providing liquidity and 
flexbility to the capital markets was effectively served. 

It has frequently been argued, however, that the program produced collateral 
effects which were undesirable, especially during late 1947 and early 1948 when 
inflationary pressures were still strong. The basis of this criticism is primarily that 
every purchase of bonds from the savings institutions by the Federal Reserve banks 
added a corresponding amount to member bank reserves, the greater part of which 
were available as the basis for a multiple expansion of bank credit. The validity 
of this argument depends, of course, upon the assumption that the commercial 
banks would use these reserves to extend credit, not for expanding production or 
expediting the distribution of goods and services, but for speculating in inventories, 
keeping goods off the market, and generally increasing the money supply more 
rapidly than the rate of growth in the availability of goods and services. 

What actually happened was that during the period of support operations from 
November 5, 1947 to November 3, 1948, the Federal Reserve banks increased their 
holdings of bonds by 10.4 billion dollars but during the same period they had net 
sales and retirements of discount bills, certificates of indebtedness, and notes aggre- 
gating 9.3 billion dollars. The net contribution to the credit base was not sub- 
stantial, therefore, and as a matter of fact the money supply of the country declined 
by nearly 2 billion dollars in 1948 as commercial banks and other lending insti- 
tutions displayed great caution and followed conservative policies in their operations. 
Considering the basic strength of inflationary pressures during these years, it is 
really remarkable that there was so little speculation in commodities and inventories. 
On the whole, therefore, it does not appear that any substantial portion of the benefits 
of the bond support operation was offset by damaging consequences to other sectors 
of the economy. 

The outcome was very greatly influenced by the favorable budgetary situation 
which existed during 1948. For that calendar year the Treasury showed a cash sur- 
plus on all accounts amounting to 8.1 billion dollars. The debt retirement which 
this permitted accounts for the very moderate expansionary consequences of the 
bond support operations. This illustrates, of course, how the execution of debt 
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management policies are influenced by the federal position as to revenues and ex- 
penditures, which may either provide ammunition for debt management or exercise 
limitations on its effectiveness. 

Any finding as to whether the support program could have been more effectively 
executed must obviously be in the affirmative because of the overwhelming superior- 
ity of hindsight over foresight in such matters. On the whole, it must be conceded 
that the program was a success. The expansion in productive capacity was facilitated 
while the inflation was beginning to subside. The mildness of the recession in 1949 
and the prompt appearance of signs of recovery from that episode constitute con- 
vincing evidence that excesses were avoided. 

In retrospect, however, it does seem that several policy decisions might have been 
made differently. The sale of the Investment Series A bonds in September 1947 was 
urged by investors and agreed to reluctantly by the Treasury. By mopping up avail- 
able funds, it added to the size of the support operation almost immediately. No 
one fully anticipated the magnitude of the expansion in new corporate and mortgage 
financing which lay ahead. The special offering of Series F and G savings bonds in 
July 1948 made the last phase of the support program more difficult. The timing of 
these offerings was certainly unfortunate. 

A more controversial question is whether, when a fixed peg was found necessary, 
a mistake was not made in setting it above par for the Victory 2!4 per cent bonds of 
1967-72. In this case it appears that the fetish of par interfered with the proper 
execution of a program. Support at this level meant, in effect, that very little restraint 
was being placed on selling by institutional investors. Setting the support point at a 
discount of even a point or two would have had the desirable effect of acting as a 
modest drag on the capital expenditure boom. Such an application of brakes 
would be entirely in keeping with the established principle that, in a period of boom, 
debt management and other policies should restrain the expansion of loans and 
investments. 

The use of a support point of par or above for the long-term restricted bonds 
also served to reinforce the notion of institutional investors that they could always 
obtain at least par for their holdings. How greatly this belief was strengthened is 
evidenced by the fact that the life insurance companies and mutual savings banks 
simply sold long-term bonds to meet their other requirements. They did not take 
the further step of selling long-term bonds and acquiring short-term securities to 
cover the further expansion in mortgages and corporate bonds which lay ahead. 
This, of course, had very important implications under the circumstances which 
developed in 1950-1951. 

B. Removing the Pegs 

During the first half of 1949, the bond portfolios of the Federal Reserve banks 
were reduced by more than 3 billion dollars as the rising trend of bond prices was 
kept in check by open-market sales. At mid-year, however, the restrictive effect 
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of such sales on bank reserves was recognized and it was decided to cease selling 
bonds, permitting prices to rise by two points and more for the long-term restricted 
bonds. This was part of a general relaxation of controls because the business picture 
was dominated by inventory liquidation and declining capital expenditures. 

In the early months of 1950, however, business activity and prices moved upward 
and it was thought best for the Federal Reserve banks to sell long-term bonds in 
the open market in order to reduce the existing premiums and to effect a gradual 
pressure on bank reserves. In the months of October, November, and December, 
the books for Series F and G savings bonds were opened for short periods to insti- 
tutional investors. ‘Total subscriptions during this period exceeded goo million 
dollars. 

By the fourth quarter of 1950, the selling of long-term Governments by life in- 
surance companies and savings banks to meet commitments became substantial. 
Because of the inflationary forces generated by the Korean war, support of the 
market was not desirable from the standpoint of credit policy. Purchases of bonds 
by the Federal Reserve added to member bank reserves at a time when bank loans 
were expanding at an unprecedented rate and some tightening in the money market 
seemed appropriate. The situation was quite different from that which prevailed 
in 1948 when inflationary pressures were subsiding and a substantial Treasury sur- 
plus permitted partially offsetting retirements of short-term issues. During the 
latter months of 1950, it was not possible to neutralize the expansionary effects of 
supporting the market for restricted issues. Nevertheless, between September 6 and 
the end of November, the Federal Reserve bought over 700 million dollars of long- 
term bonds. In these and subsequent support operations, a price of 100 22/32 grad- 
ually became established as the new peg. 

During this period, there was, of course, widespread discussion of credit policy, 
with emphasis on the difficulties of restraining credit expansion while the Federal 
Reserve was still obligated to support Government securities at fixed prices. The 
emphasis placed by the Federal Reserve on the need for flexibility in long-term as 
well as short-term interest rates was offset by reassurances from Secretary of the 
Treasury Snyder as late as January 18 as to the inviolableness of par for the long- 
term restricted bonds. Selling continued, however, as institutional investors made 
provision to take up commitments, especially for real estate mortgages. 

On March 4, 1951, the “accord” between the Treasury and the Federal Reserve was 
announced. With this meeting of the minds on at least several major aspects of 
credit policy came the unveiling of a brand new exhibit in the display of debt man- 
agement devices. This was the 2% per cent nonmarketable bond dated April 1, 
1951, due April 1, 1980, and callable April 1, 1975. Offered in exchange for the 
longest restricted 244 per cent bonds due June 15 and December 15, 1967-72 outstand- 
ing in the amount of almost 20 billion dollars, the new bond was made nonredeem- 
able but exchangeable at any time for five-year 114 per cent marketable Treasury 
notes. 
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Three days of continued pegging the 244 per cent bonds of 1967-72 at the 100 
22/32 price brought forth large offerings and by March 8 fixed support was with- 
drawn. After April 6 when the books were closed on the conversion offer (accepted 
by private holders of almost 8 billion dollars of bonds, in addition to 5¥, billion 
dollars of Treasury and Federal Reserve holdings), the decline in prices continued 
until mid-May, when discounts of around three points prevailed for the long-term 
restricted bonds. At this level, selling eventually dried up. Influential in this 
result was the participation of the principal savings institutions in the Voluntary 
Credit Restraint Program, which discouraged making certain types of new loans 
and commitments. Moral suasion against selling additional bonds was effectively 
coupled with the realization that it was very difficult to find buyers for bonds in any 
substantial volume. 

The removal of fixed support prices was, of course, a real shock to those investing 
institutions which had wholeheartedly subscribed to the belief that their long-term 
bonds could fluctuate only in the area above par. It was especially discomfiting to 
those who held the long bonds as their provision for near-term mortgage commit- 
ments. Nevertheless, no drastic consequences eventuated. Paper profits gave way 
to paper and even realized losses; but institutional investors as a group were well 
protected by surpluses accumulated during the long period of rising bond prices. 

An evaluation of the removal of the pegs can be made in terms of the same three 
questions which were raised regarding the pegging operation of 1947-1948. Any 
answers must be tentative and preliminary, because of the short time which has 
elapsed. However, some general conclusions can be reached on the principal 
features of the dramatic events of March and April 1951. 

In 1948, when the inflationary pressures were subsiding, it was reasonable to en- 
courage the expansion of productive capacity and housing. In 1950-1951, however, 
recurring shortages were in prospect and steps were being taken to restrict all except 
defense and defense-supporting capital outlays. It .was definitely appropriate to 
apply the brakes to the lending and investing of the savings institutions. The de- 
cline in the prices of long-term Government bonds was certainly one of the ways in 
which it was possible to make more effective other measures such as Regulation X, 
applying to real estate credit, and the Voluntary Credit Restraint Program. 

It will not be possible to determine precisely how much was accomplished by 
making Government bonds liquid only at a penalty rate, but it seems safe to say 
that the effect on the mortgage market was substantial and that corporate and 
municipal borrowing was at least moderately curtailed. In relation to the rather 
modest objectives of debt management, this would seem to make the operation a 
success in its application to the capital markets. 

The collateral effects, far from being damaging, were on the whole highly salutary. 
The removal of fixed support prices permitted greater freedom and flexibility in 
executing moderately restrictive credit policies. While it is true that there are very 
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real limitations on what can be accomplished through modest changes in interest 
rates, it must be recognized that in dealing with a basically inflationary situation it is 
desirable to use every weapon at our command. Just because credit policy cannot 
be counted among the most incisive weapons, we should not let it rust and grow 


dull from disuse. 

Again, with the benefit of the better perspective provided by hindsight, we may 
be able to point to ways in which the unpegging operation could have been more 
effectively executed. We may conclude that it was unnecesarily abrupt because of 
the lack of advance agreement as to how it should be accomplished. It can also 
be argued rather convincingly that the event was three to six months overdue. 
However, taking into account all of the circumstances prevailing at the time and 
the problems which they presented, perhaps a salutation of “well done!” was fairly 
earned. 

C. A New Type of Security Appears 

The removal of the pegs was marked by a special event of importance for the 
future: the conversion offering of 234 per cent bonds of April 1, 1975-80 which are 
exchangeable into five-year 114 per cent notes at the option of the holder. More 
than 13 billion dollars of these bonds were issued and almost 8 billion dollars of 
them were placed privately, largely in the hands of institutional investors. Was this 
the creation of a new, promising type of instrument for debt management or was 
it a stillbirth resulting from the breeding of incompatible purposes, conceived in 
desperation and delivered in confusion? 

Institutional investors are vitally concerned with the question because the wide- 
spread use of this type of security would require major revisions in their portfolio 
management policies. Also, these investors should be wary of the strong predilection 
of the Treasury for nonmarketable bonds. Between the end of 1945 and the middle 
of 1951 the proportion which marketable issues represented of the total publicly held 
interest-bearing debt declined from 78 per cent to less than 63 per cent. The amount 
of the reduction in marketable securities was almost 61 billion dolars. 

The defense for this type of security is based in part on the view that too large 
amounts of marketable bonds were insecurely placed in the hands of the savings 
institutions during World War II. In an effort to correct this mistake, the argument 
runs, any kind of a nonmarketable issue was desirable which would reduce the 
volume of weakly held bonds. At a time when the outlook for long-term rates was 
uncertain, it was necessary to include the escape provision through the 14 per cent 
note in order to obtain a fair volume of exchanges. 

The preference for nonmarketable offerings is based in large part on the assump- 
tion that they “lock up” bonds and thus reduce the size of the problem in whatever 
debt management situations may arise. The validity of this assumption is open to 
serious question, especially in the case of savings bonds and notes or issues such 
as the Investment Series A bonds which have fixed redemption schedules. Flexi- 
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bility is lost because the redemption values are irrevocably fixed at the time of 
original issuance. The monetary authorities give up the influence which they can 
exercise over marketable bonds through open market operations. 

The new 2% per cent bonds were designed, of course, to meet the difficulties for 
debt management of the fixed redemption schedule. By influencing the interest 
rate applicable to five-year maturities, the authorities can presumably cause the 
1¥, per cent notes to sell at discounts to discourage redemptions in periods of boom. 
On the other hand, in a period of persistent deflation the notes might be permitted 
to sell at par or even at a premium in order to encourage the holders to shift into 
loans and investments which would facilitate private capital expenditures. 

Unfortunately for this purpose, the range of fluctuations in price possible for a 
five-year note, assuming only moderate changes in the general pattern of interest 
rates, does not seem sufficient to serve the purpose. A yield range from 114 per cent 
to 24 per cent involves a change in price from 101% to 95%, or less than 6 points. A 
comparable range in long-term rates from, say, 2 per cent to 34% per cent for a 23% per 
cent bond maturing in thirty years and callable in twenty-five would be over 24 points, 
from 114% to go’. There can be no disputing the limited usefulness of the five-year 
note, therefore, as a medium for influencing liquidation in comparison with the 
influence which could be exercised on holders of long-term marketable bonds. 

The other obvious disability of the new 234 per cent bonds from the standpoint 
of debt management is that the holders at their option can exchange a security in- 
eligible for commercial bank investment for an eligible one whenever they choose. 
This means that the authorities to this extent have given up their control over the 
supply of commercial bank investments. This would be particularly significant if 
the same kind of a conversion offering were successfully made for a large portion 
of the restricted bonds now outstanding. 

No one can tell now, of course, how the new bonds will serve their purpose. 
That will depend upon what develops during the next twenty-four to twenty-nine 
years. One is justified in taking the view, however, that there has been no new 
discovery in the technique of debt management which will solve all of the problems 
likely to arise. On the contrary, it seems fair to conclude that debt management may 
have been further complicated without actually promising any real assistance. If 
this proves to be the case, the verdict on the 2% per cent conversion bonds of 1975-80 
will have to read that it was hardly worth the try. 

IV 
IMPLICATIONS FOR THE FUTURE 

The preceding discussion has drawn upon certain highlights of recent federal 
debt management to show its impact on institutional investors. It is self-evident that 
the operations of the Treasury and the Federal Reserve have been of great significance 
to the capital markets in which these investors play the dominant roles. Perhaps the 
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true significance of these developments is not yet apparent; yet a few implications 
seem sufficiently clear to warrant at least tentative appraisal. 

A. Investing Institutions Emerge as Dominant Factors in the Capital Markets 

During the years following World War II, institutional investors became the 
dominant factors in the capital markets, particularly in the financing of corporate 
operations and construction through evidences of debt. As previously mentioned, 
this is only partly because of the large current flow of funds available for invest- 
ments. In addition, very large holdings of Government securities made possible 
much more extensive shifts in the disposition of funds. 

As a consequence, it is universally recognized that credit policies and the use 
of debt management’s contribution to economic stability must always include the 
investing institutions. The commercial banking system is no longer the sole 
field of such activities. This was officially confirmed when the life insurance com- 
panies and mutual savings banks were included in the Voluntary Credit Restraint 
Program. This is a unique and promising approach to influencing the great multi- 
tude of decisions which really make uniform and effective the application of restraint 
in lending and investing activities. It is inevitable that the investing institutions 
should thus become active participants, not remote observers, in the arena of monetary 
and credit policy. 

With this growth in importance and prestige comes the usual increase in public 
responsibility. Investing institutions have realized and must continue to respect 
their obligation to consider the possible consequences of their actions for the economy 


as a whole. The promptness with which these responsibilities have been assumed 
is an effective answer to those who suggest that there should be more extensive 


regulation of savings institutions. 
B. The Challenge to Debt Management 

Similarly, the existing instruments of monetary policy, the Treasury and the 
Federal Reserve System, have enlarged responsibilities. In addition to the careful 
consideration which they must give to the effects of their operations on the com- 
mercial banking system, they must weigh the impact of alternative courses of action 
on institutional investors more thoughtfully than ever before. From time to time, 
conflicting objectives are likely to make the task especially difficult. New techniques 
must be developed and old shibboleths discarded. 

Some of the most promising measures may well prove to be in the area of per- 
suasion to voluntary action, reinforced by moderate action affecting bank reserves 
on the one hand and the market for long-term bonds on the other. With the great 
growth in information about economic conditions, it should not be difficult to enlist 
the support of the responsible lending and investing institutions for efforts to avoid 
excesses in their operations. 

Perhaps the greatest danger lies in the possibility that we shall place too much 
confidence in our ability to achieve economic stability and become too ambitious in 
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our undertakings. Recent as well as more remote experience should make us humble 
in appraising our ability to forecast future trends, and it should suggest moderation 
in the exercise of broad powers to influence the decisions of borrowers and lenders. 
Also, it is tempting to overrate the importance and effectiveness of debt manage- 
ment simply because it looks more feasible to deal with investing institutions and a 
regulated banking system than it was to deal with millions of individual savers. The ~ 
tendency is to be too anxious, too prone to be tinkering all the time. This leads to 
rigidity when we need flexibility, to tight channeling of capital when we need free- 
dom of movement, and to confusion when we need confidence. 

The important function of debt management is not in the day-to-day operation 
of the capital markets, which adjust rather easily and quickly when not hemmed in 
by excessive controls, but rather in meeting the more critical situations which may 
occur once or twice in a decade. Even in these periods, however, the limited function 
and effectiveness of debt management should be recognized. Invariably there are 
many instruments of economic policy which are of considerably greater importance. 
Consistency with steps taken in other directions, therefore, is perhaps the true ob- 
jective. 

C. Marketable vs. Nonmarketable Securities 


Perhaps a useful way to summarize and conclude a discussion of this kind is to 
state a single proposition as a means of pulling together many variations on a single 
theme. In this case, the proposition which seems to be supported on theoretical 
grounds as well as by recent experience is that the Treasury, in its financing through 


the principal savings institutions, should rely primarily upon marketable bonds which 
become eligible for commercial bank investment no sooner than two or three years 
prior to the first call date. 

This is an especially important question for institutional investors because the 
answer may well determine the difficulty or the ease with which they will be able 
to make major shifts in their portfolios to meet changing conditions over a period 
of years. The issues are sufficiently fundamental to justify very careful study. No 
temporary yield advantage or promise of freedom from market fluctuations, therefore, 
should be allowed to dictate the answer given by institutional investors. 

Now that the notion of the sanctity of par has been effectively—and we may hope 
permanently—eliminated from our thinking, some degree of flexibility has been 
restored to the interest rate structure. As a result, there is no longer any reason for 
efforts to “lock up” bonds in the investing institutions for fear of their complicating 
a pegging operation at some future date. The record of March and April 1951 
shows that the volume of securities which was “locked up” was that which portfolio 
managers had no intention of selling. It certainly is very doubtful that any fewer 
long-term bonds were offered for sale at that time because the Treasury had 
placed some nonmarketable issues with the savings institutions in previous years. 

The fixed redemption schedule designed for Series F and G and Investment Series 
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A bonds was related to the prevailing 2/4 per cent long-term rate. It was worked 
out very carefully to penalize holders who redeemed their bonds prior to maturity 
and reinvested in a market related to this basic rate. Even the moderate change in 
the rate structure which followed the removal of the pegs threw the redemption 
schedule out of gear. When long-term Governments began to yield 2.65 per cent 
and more to maturity, a significant portion of the outstanding Series G bonds could 
have been advantageously redeemed. Thus, even though flexibility in the long-term 
interest rate is likely to be of limited proportions, the case for a predetermined 
schedule is dealt a devastating blow once fixed price supports have been abandoned. 

From the point of view of the Treasury, substantial redemptions of nonmarket- 
able bonds can be a more serious problem than the heavy selling of marketable 
issues, particularly when the Treasury has a substantial deficit. An orderly decline 
in bond prices will discourage sales of marketable issues but may stimulate redemp- 
tions. It is fallacious to assume that the expansion of bank reserves which accom- 
panies support buying presents a more serious problem than refunding an unpre- 
dictable amount of nonmarketable bonds. On the contrary, it may well prove easier 
to offset open-market buying of long-term bonds at declining prices with sales of 
short-term bank eligible securities than to prepare the market for new offerings to 
pay for redemptions. 

The purpose of deferring eligibility until the approach of the first call date would 
be to limit market influences primarily to supply and demand conditions in the 
long-term capital markets. It is not possible, of course, to isolate the market in 
restricted bonds from the influences affecting the commercial banks. However, on 
many occasions the trends may be divergent, especially as to timing. Ineligibility 
would also serve to encourage institutional investors to hold long-term bonds after 
they have become medium-term and short-term through the passage of time. Most 
long-term bonds should probably remain permanently ineligible, but it would be 
reasonable to permit the Secretary of the Treasury, with the concurrence of the 
Open Market Committee of the Federal Reserve System, to designate any issue as 
eligible for commercial bank investment provided it had only two or three years 
to run to the first call date. This option would give the Secretary an opportunity 
to facilitate the refunding operation, when appropriate, by enlarging the market. 
Another means of improving the market for ineligible bonds would be to modify 
the restrictions on commercial banks acting as dealers. 

The question of eligibility is less significant, however, than the basic choice be- 
tween marketable and nonmarketable securities. The selection of the former will 
mean that Government securities will continue to perform their highly desirable and 
essential function of imparting a degree of flexibility and liquidity to the portfolios 
of investing institutions. It will mean that these investors will continue to be able 
to shift their investing activities in response to the demands of a dynamic, growing 
economy. 








INSTITUTIONAL SIZE—LIFE INSURANCE 


Georce T. ConkKLIN, Jr.* 


Although this symposium: deals with investment institutions in general, including 
commercial banks, insurance companies, savings and loan corporations, savings 
banks, trust companies, and pension funds, this paper is restricted to the life insurance 
industry. The reasons for this are two fold: first, because most of the questions con- 
cerning size have been directed at this industry, and second, in order to limit the 
scope of the paper to more manageable proportions. 

Size has long been a bone of contention and a periodic target of criticism in our 
economy. This may seem at first somewhat strange in an economy whose very 
basis is mass production. Bigness has been an indispensable part of the great ad- 
vance in our standard of living over the past 100 years. Yet it is perhaps only 
natural that size gives rise to fear, often unreasoning, concerning its possible power. 

In the nineteenth century there arose a revolt against size in the form of big 
business and the trust. The railroads first felt the brunt of the attack shortly after 
the Civil War and the bitter fight culminated in the Interstate Commerce Act of 
1887, and the later Mann-Elkins Act. Government regulation of the railroads was 
sound economically in that the railroad industry is inherently monopolistic; by virtue 
of parallel lines, excess capacity, and a high percentage of fixed costs, competition 
became destructive and inevitably would have resulted in combination and monopoly. 
Consequently, appropriate regulation to insure sound competition was a constructive 
step. 

A second revolt against bigness took the form of a crusade against the “moneyed 
interests.” Thus it was said that “Wall Street” owned and ruled the country. This 
revolt took the form of the granger movement and the greenback or inflation move- 
ment. It was felt that Wall Street had a monopoly of money and the cure for this 
was to have the government create more of it by various means. This movement 
reached its peak in the W. J. Bryan campaign of 1896. The whole fundamental basis 
of this movement was unsound, and it finally failed, fortunately for the country. 

The next attack against bigness was waged against big business in the form of the 
trust. There was considerable merit in this attack both from an economic and 


moral point of view; the great trust movement was unquestionably a move in the 
direction of monopoly, and in the era of unrestrained frontier capitalism numerous 


* A.B. Dartmouth College; graduate work in economics and business administration, Dartmouth 
College, New York University, and Columbia University; received Ph.D. degree in 1943. Second vice 
president in charge of securities and economic research, The Guardian Life Insurance Company of 
America, New York, N. Y. Member of Investment Research Committee, Life Insurance Association of 
America and Research Advisory Committee, Life Insurance Agency Management Association. Member of 
the American Economic Association and the American Financial Association. 
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abuses of big business arose which called for correction. This movement, fanned by 
a vast literature in magazines, books, and newspapers, resulted in the passage of the 
Sherman Anti-Trust Act in 1890, and the Clayton and Federal Trade Commission 
Acts in 1914. It was during this period, likewise, that the Armstrong investigation 
of insurance companies took place, an investigation which laid the foundations for a 
great deal of the insurance regulation which exists today. This regulation is dealt 
with in a subsequent section. 

Trust busting reached its most dramatic stage in the reign of Teddy Roosevelt. 
Even at the height of his campaign Roosevelt did not condemn bigness per se, but 
tried to distinguish between the good and the bad. Woodrow Wilson carried this 
further in his The New Freedom: 


A trust is an arrangement to get rid of competition, and a big business is a business that 
has survived competition by conquering in the field of intelligence and economy. A 
trust does not bring efficiency to the aid of business; it buys efficiency out of business. 1 
am for big business, and I am against the trusts. Any man who can survive by his brains, 
any man who can put others out of the business by making the thing cheaper to the con- 
sumer at the same time that he is increasing its intrinsic value and quality, I take off my 
hat to... 


Thus there evolved out of the hysterical campaign against big business a “rule of 
reason” adopted by the courts in the enforcement of the antitrust acts—that bigness 
per se was not evil, but only when it tended toward monopoly or monopolistic 
practice. 

Another attack against bigness set in during the Roosevelt New Deal Era; this 
took place in a highly charged emotional depression atmosphere, and resulted in 
considerable legislation, some of it good, but all too much of it of a negative char- 
acter, based upon restriction of production and consequently ill-founded from an 
economic standpoint. As a part of this depression psychosis there arose a body of 
economic thought centered about the idea that our economy had become “mature,” 
and that consequently there would not be sufficient investment opportunities to 
absorb the savings of our wealthy economy with the result that we were faced with 
“economic stagnation” unless we did something about it. Keynes’ General Theory* 
stressed the dynamic relationship between capital investment and income, and 
pointed out that as income rose savings rose and contended that this made equilibri- 
um very difficult to achieve at high levels of employment. While Keynes un- 
doubtedly contributed to economic theory, his theory was primarily one of short-run 
analysis, applicable particularly to conditions of underemployment and inflexible 
wages. 

Unfortunately, a great many Keynesians followed his theory without apparently 
understanding its limitations and qualifications, and applied it often in distorted 
fashion to long-run problems. Thus out of the somewhat obvious fact developed 


7 Pp. 180-181 (1913). 
?Joun M. Keynes, THE GENERAL THEORY OF EMPLOYMENT, INTEREST, AND Money (1935). 
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in consumer budget studies that people with high incomes saved proportionately 
more than people with lower incomes, there developed a belief that there was a long- 
run tendency for the proportion of income saved to increase as our economy grew 
wealthier. There evolved the idea that savings in our economy were causing our 
difficulties; that we saved too much and could not find outlets for savings. A 
whole mature-economy school grew up and the remedy was to reduce saving by all 
manner of measures including more progressive income taxes, stiffer inheritance 
taxes, lower interest rates, undistributed profits taxes, and government dissaving. 

It was, therefore, not unnatural that there should be sought out for attack and 
control one of the most important avenues of savings—namely, life insurance. This 
was one of the important motivating factors behind the TNEC investigation. 

More objective economic reasoning coupled with time has done much to destroy 
“mature economy” thinking, and very little has been heard from this school for 
a number of years. In the first place all available data on savings point to the 
conclusion that in actual fact there has been no long-term increase in the percentage 
of our national income saved, and as a matter of fact what empirical evidence is 
available would better support a thesis that there is possibly a slight long-term 
downtrend in the savings ratio. Furthermore, the studies of Modigliani* and Duesen- 
berry* conclusively demonstrate that the tendency of savings to rise with increased 
incomes is purely a cyclical phenomenon, and not a long-run one. 

Thus on the one hand we have gotten over the fear that savings will grow out 
of proportion to the rest of the economy, and on the other hand we have had ever 
since the TNEC investigation a tremendous demand for capital investment—a de- 
mand so great, both in peace and war, that our problem has been not too much 
saving but too little. As a result saving has been largely restored to its proper per- 
spective in economic thinking—as the sole means to achieve higher standards of 
living. This attack on savings was once again an evidence of negativistic thinking 
of the depression era. If the problem appeared to be that there were insufficient out- 
lets for savings, the method of dealing with it was not the constructive one of what 
to do to increase these outlets, but primarily the defeatist one of how to reduce 
savings. It is fortunate that, at least temporarily, this thinking has fallen by the way- 
side. 

Once attention was focused upon life insurance as a major savings instrument, the 
administration through the TNEC led an attack against the industry in a number 
of phases. This attack and others charged the industry, among other things, with 
being of giant size and with having enormous gr wth, great concentration in the 
hands of the large companies, monopolistic tendencies, and too great economic power. 

It is noteworthy that this attack against bigness unlike those outlined previously 
was not the result of broad popular dissatisfaction and a consequent widespread cry 

® Fluctuations in the Saving-Income Ratio: A Problem in Economic Forecasting, 11 Stupies iN INcoMt 


AND WEALTH 371 (NaTIoNAL Bureau oF Economic RESEARCH, 1949). 
“James S. DuESENBERRY, INCOME, SAVING AND THE THEORY OF ConsUMER BEHAVIOR (1949). 
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to correct alleged abuses. On the contrary, the life insurance industry enjoyed a 
relatively high degree of esteem among the general public. It was rather the result 
in large part of the economic thinking of a relatively limited group of men, primarily 
in government. This lack of broad public support coupled with the excellent record 
of the industry demonstrated during the investigation was in all probability re- 
sponsible for the lack of significant legislation produced by the investigation. 
Certain aspects of this attack will be considered briefly in subsequent paragraphs. 


I 
S$1zE AND GROWTH OF LiFE INSURANCE AS A Form oF SAVINGS 


In a number of political investigations there has been considerable distortion of 
the relative size and growth of savings, and life insurance savings in particular. The 
impression often conveyed is that of stupendous growth and mammoth size with 
consequent problems soluble only through federal control. 

All too little is known about the long-term trends in savings and its com- 
ponent parts. By all odds the most comprehensive study of this subject has been 
initiated and financed by the life insurance industry; this study has been under way 
for a period of several years, and is being conducted objectively by an independent 
group of economists under the direction of Dr. Raymond Goldsmith. The results 
should be available within a year and will undoubtedly shed much light on the 
subject. 

In the absence of this study certain comments may be made based upon available 
data. In the first place there appears to be no upward trend in the over-all relation 
of savings to national income. Secondly, annual savings in the form of life in- 
surance comprise approximately 15 per cent of total personal savings in the broad 
economic sense, and approximately 30-40 per cent in the narrower concept of personal 
financial savings. During the period prior to the late twenties, life insurance savings 
increased more rapidly than total personal savings. Since then, for the past 20 odd 
years there appears no tendency for life insurance savings to increase relative to total 
savings or national income. Over the past 10 years in particular life insurance savings 
have not grown as fast as certain other savings media. This is clearly brought out 
in the accompanying chart (Chart 1). Especially noteworthy is the great increase 
during this period of those forms of savings channeled through the United States 
Government. 

It is certainly true that private life insurance has grown remarkably in the last 
100 years. This growth has been an organic growth from within, and has not been 
a result of mergers and combinations such as characterized the trust movement in 
big business. In essence, it reflects the desire of millions of men and women to pool 
their economic risk and secure protection for their families, a protection today un- 
attainable by the vast majority of people in any other fashion. Between 1860 and 
1900, our national income roughly quadrupled, while life insurance premiums in- 
creased 80 fold; from 1900 to 1930 national income again roughly quadrupled, and 
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CHART I 


GrowTH oF SAvINGs IN PopuLaR CHANNELS IN U. S. 
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life insurance premiums increased more than 10 fold. Today approximately 80 per 
cent of all American families are protected by life insurance; this is almost double 
the percentage of family ownership of any other financial asset. 

Yet despite this excellent progress of prior years, over the last two decades private 
life insurance has failed to keep pace with the rest of the economy. From 1930 to 
1950 national income has increased approximately 3 fold, whereas life insurance 
premiums increased but 2.3 times. This is in striking contrast to the period prior 
to 1930. Furthermore, the purchasing power in real terms which the present average 
amount of life insurance in force per family represents is actually less than that 
represented by the average insurance per family 20 years ago. 

Consequently, far from being an aggressively dominating force in the economy, 
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the life insurance industry, quite on the contrary, has failed to keep pace with the 
rest of the economy for more than two decades. The average amount of private 
insurance in force per family in the United States is now only about $5,000 or less 
than one year’s income. Surely this is an inadequate figure. 

At a time when, due to high income and inheritance taxes, life insurance has 
become more important than ever before in our economic life as the sole means 
whereby millions can achieve the necessary security by their own efforts, an increasing 
real amount of life insurance is called for. With the increasing emergence upon 
the scene of state capitalism in all its forms, with state security in the van of its 
numerous goals, the further development and progress of life insurance has become 
not only of greater economic importance, it has become morally far more indispens- 
able, for its stresses the importance and dignity of the individual in earning and pro- 
viding for his own security, rather than the easier though morally less satisfying 
alternative of attempting to obtain his security through the fruit of someone else’s 
labor. 

II 


CoNCENTRATION WITHIN THE LiFe INsURANCE INDUSTRY 


Much is heard in generalities about the enormous size and power concentrated 
in the few leading life insurance companies. Little, unfortunately, is heard of the 
facts. Actually there is no above-average concentration in the life insurance in- 
dustry. 

The broadest available sample dealing with concentration in manufacturing in- 
dustries was covered in a study made in 1949 by the Bureau of the Census at the 
request of Representative Celler.° For each of 452 manufacturing industries this 
analysis showed what percentage of each industry’s total shipments originated in 1947 
from the first 4, the first 8, the first 20, and the first 50 companies in each field. When 
the concentration of the life insurance industry is compared with this study, it is 
found that the top 4 life insurance companies showed a lower concentration than 
206 of the 452 industries surveyed. Furthermore and even more significant, between 
1935, the date of an analogous study by another government agency, and 1947, the 
date of this study, the share of the top life companies declined substantially from 
over 50 per cent to less than 4o per cent. 

Another government study, likewise initiated by Representative Celler, measures 
the concentration of assets in 1947 in 26 selected industries.® Comparing the 
asset distribution of the life insurance industry with that of these 26 industries, 
one finds that the concentration of the life insurance industry ranks far down the 
list. The accompanying chart (Chart 2) and table bring this out clearly. 

The horizontal scale on the chart refers to the largest companies in each industry 

* BuREAU OF THE CENsUs, CONCENTRATION OF OuTPUT IN LARGEST MANUFACTURING COMPANIES IN 452 


INDUSTRIES AS MEASURED BY THE CENSUS OF MANUFACTURERS OF 1947 (U. S. Dep't Commerce, 1949). 
*REPoRT OF THE FEDERAL TRADE COMMISSION ON THE CONCENTRATION OF PRopucTIVE FAtcILITIEs, 


1947 (1949). 
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CuHarT 2 


How Asser DisrrisuTion oF Lire INsuRANcCE CoMPANIES CoMPARES WITH THAT OF 
THE 26 MANUFACTURING INDUSTRIES CovERED BY FEDERAL TRADE CoMMISsION* 
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reading from left to right in cumulative fashion. Thus the figure 1 on this scale 
refers to the total assets of the largest company in each field, the figure 2, the 2 largest 
companies, etc.; the vertical axis measures the assets held by these companies as a 
percentage of the total assets of each industry. 
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TABLE 1 
CONCENTRATION OF AssETs IN Lire INsuRANCE INDUSTRY COMPARED TO CONCENTRATION 
oF AssETs IN 26 INpustries Stupiep By F.T.C., 1947 


Cluster Share of Assets Rank of Life Ins. 
Life Insurance Ind. Among 26 (+1) Industries 


Top Company 16.5% 21st among 27 industries 
Top 2 cos. 30.7 2oth among 27 industries 


Top 3 cos. 39-4 21st among 27 industries 
Top 4 cos. 47.6 18th among 26 industries 
Top 8 cos. 63.0 13th among 20 industries 
Top 15 cos. 76.5 7th among 11 industries 


To illustrate this factor more specifically the following concrete examples are 
typical. The top 3 insurance companies in 1947 comprised approximately 40 per 
cent of the industry assets. This compares with 68.7 per cent for the top 3 auto 
companies, 77.6 per cent for the top 3 cigarette companies, 70.3 per cent for the top 
3 tire companies, 72.4 per cent for the top 3 liquor companies, 92.1 per cent for the 
top 3 linoleum companies, and 88.5 per cent for the top 3 copper companies. 

Ill 
Downwarp TREND IN CONCENTRATION OF AssETs WITHIN THE INsURANCE INDUSTRY 

Not only is the concentration in the life insurance industry no greater than in 
industry in general, the trend in concentration is definitely downward. This trend 
in concentration can be measured in two ways. On the one hand the percentage of 
assets held by the leading companies in 1900, for example, can be compared with 
the percentage held by these same companies over subsequent years; on the other 
hand, the percentage of assets held by the leading companies, for example, the 
first 5, in 1900 can be compared with the 5 leading companies in subsequent years, 
even though they are different companies. It is considered that for the purpose of 
this paper the second method is more meaningful. Using this concept, at the turn 
of the century, the 5 largest insurance companies held 63.4 per cent of the industry’s 
total assets; by the first World War this percentage had been reduced to 56.7 per cent, 
by 1940 to 53.6 per cent and by 1950 to 51.3 per cent; in each of the last 8 years this 
percentage has declined. The same is true if we take the largest 3 companies; in 
1900 they comprised 51.2 per cent of the industry’s assets; by 1950 the percentage had 
been reduced to 39 per cent. Likewise, for the top 10 companies the percentage was 
reduced from 79 per cent in 1900 to 66.9 per cent in 1950. 

IV 
CONCENTRATION IN PERSPECTIVE 


Finally, concentration should be viewed in its proper perspective in our economy. 
Sumner Slichter’s comments along these lines are very appropriate. He points out? 


* Long Term Economic Trends, in Papers and Proceedings of the Sixty-Second Annual Meeting of the 
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that concentration is apparently inherent in our way of life; that, for example, 12 
large unions or 6 per cent of all unions have half of the union members in the 
United States, that 5 out of 223 Protestant Churches have over half of the member- 
ship in all Protestant churches; that if a suggestion system is put into a plant, about 
half of the suggestions will be made by about one tenth of the employees; that about 
one tenth of the employees will cause one half of the accidents. He concludes that* 
“just as the preferences of people cause most of them to belong to a few large 
churches or unions, so their preferences will cause most of them to buy one of 
a few makes of cigarettes, breakfast foods, cars or soap. Consequently, in industry 
after industry a small percentage of companies will continue to produce one-half 
to nine-tenths of the goods sold.” 

Under the circumstances, with concentration such a pervasive force in every 
aspect of our lives, it is perhaps surprising that the concentration within the life 
insurance industry is not much greater than it actually is. 


Vv 
CompeTITIvE Forcks IN THE Lire INsuRANCE INDUSTRY 
The life insurance industry cannot objectively be termed monopolistic. It is 
characterized, more so than in the case of most industries, by freedom of entry into 
the business and active competition. 
VI 
FREEDOM OF ENTRY 


This freedom of entry, moreover, is not only theoretical—it actually takes place, 
as is attested by the fact that the number of life insurance companies has grown 
from 84 in 1900 to well over 600 at present, a growth almost 3 times that in in- 
dustry generally; in the short span of years since World War II, the number of 
companies has grown by over 150, an increase of over one third. These new entries 
are successful in competition with larger companies; the smaller companies in the 
industry have expanded their share of the business at the expense of the larger 
companies. 

There is a well defined trend in the industry for the largest companies to show a 
persistent deceleration in growth. This is not surprising but to be expected. The 
smaller and younger companies tend to grow faster and the older and larger com- 
panies to grow more slowly. Thus, the companies other than the leading 12 in- 
creased 51 fold in assets between 1900 and 1950, or 50 per cent more than the 
leading companies, and increased their share of industry assets from 21 per cent 
to almost 30 per cent. This same tendency has been generally persistent throughout 
this period. If we analyze the experience of the leading 50 companies over the past 





American Economic Association, December 27-30, 1949, 40 AM. Econ. Rev. 457 (1950). See also 
The Commercial and Financial Chronicle, Jan. 5, 1950, p. 1, col. 3. 

® 40 Am. Econ. Rev. 457, 463-464; The Commercial and Financial Chronicle, Jan. 5, 1950, p. 35, 
col. 3. 
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20 years we find that the largest third of these companies had grown 225.6 per cent 
by 1950, whereas the middle third grew 246.3 per cent, and the smallest third 
grew 398.5 per cent. 

These factors have been responsible for the fact often noted that the combined 
assets of all United States life insurance companies have approximately doubled 


CHART 3 
Suirts 1n Competitive STanpincs oF Lire INsuRANcE CoMPANIES 
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every 10 years. In other words, it has only been true because the younger and 
smaller companies grow faster than the older and larger companies, and because 
new companies continue to enter the business at a rapid pace. 


VII 
Suirts in INpustry LEADERSHIP 


Not only is there active free entry into the life insurance industry and active com- 
petition between the small and the large companies; there is also intensive compe- 
tition among the largest companies, so much so that that there have been striking 
shifts in industry leadership over the past 50 years. The accompanying chart 
(Chart 3) demonstrates this point. 

It can be seen from this chart that none of the top dozen companies in 1900 now 
holds the same relative rank in the industry; moreover, neither the big 3 nor the big 
5 in 1900 are today’s big 3 or big 5. The leading company in 1go00 is not even among 
the first 5 in 1950, and the 2 leaders today were not even in the big 5 in 1900. Even 
within the short space of the last five years there has been a change in the composi- 
tion of the big five. 

Over recent years there has been a noticeable closing of the gap between the 
leading company and the runner up and between these two and a group of other 
companies. Thus, further shifts in industry leadership appear to be in the offing 
in the future. 

VIII 
Price Dispersion 

Still further evidence of competition within the industry is the difference among 
companies in net cost for a given insurance policy. Net cost is the closest life in- 
surance equivalent of price. In the TNEC investigation it was brought out that 
for 197 companies studied there were 163 different net costs for a 20 payment life 
policy issued at age 35. Such a wide price dispersion is definitely not characteristic 
of monopoly pricing. 

Thus, in summary, the freedom of entry in the life insurance industry, the above 
average growth in the number of companies, the increasing share of the smaller 
companies, the dynamic shifts in industry leadership, and the wide dispersion in 


prices conclusively demonstrate the competitive nature of the industry. 


IX 


Larce S1zE AND INEFFICIENCY—DIMINISHING RETURNS? 


In recent years there has grown up in some quarters the belief that large com- 
panies are inherently inefficient relative to smaller companies. A good part of this 
has been due to TNEC Monograph No. 13° prepared by the Federal Trade Com- 
mission, with reference to this subject. This Monograph has been the subject of 


®FeprraL Trape Commission, RELATIVE EFFicteNcy oF Larce, MeprumM-S1zEp, AND SMALL BUusINEss 
(TNEC Monograph 13, 1941). 
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vigorous criticism by well known statisticians. For example, John M. Blair derived 
exactly opposite results from the same data used by the F.T.C. 

The most recent study of the question is that of Richard C. Osborn. With 
regard to the TNEC Monograph No. 13, he states: 


Not only did the data used represent a conglomeration of materials, but they were treated 
in such a manner to raise serious doubts as to the validity of any results accruing there- 
from. . . . Unfortunately, the Federal Trade Commission did not make any attempt to 
fulfill the requirements necessary for valid cost studies . . . 


Osborn concluded from his study’? that “there is not a clear case for either side. 
Certainly the evidence is of neither such bulk nor such quality as to establish the 
greater relative efficiency of medium size or smaller firms.” 

Another recent study’® which examines the relationship between corporate size 
and profitability reaches the same general conclusion'*—“Our general conclusion, 
from a more extended analysis which will not be reproduced here, is that for our 
selected sample there is no significant simple association of firm size with profit 
Sr 

X 
Lire Insurance Sizz AND DIMINISHING RETuRNS 


If the study of cost in relation to size has been inconclusive to date with reference 
to manufacturing concerns, it is even less conclusive with reference to life insurance 
companies, for no worth while study of this subject has yet been made. Further- 
more, a study of this nature would be fraught with such difficulties that worth while 
results may never be obtainable. 

Nevertheless, several general considerations lead one to believe that the concept 
of diminishing returns is much less applicable to the insurance field than to extractive 
and manufacturing enterprise. 

The concept of diminishing returns evolved early in economic theory. It was 
first applied to land and can be summarized as follows. In a given state of the 
arts, after a certain point has been reached in the utilization of land, increasing appli- 
cations of labor and capital to land will yield progressively smaller increases in 
product. This concept was later extended to extractive and manufacturing industry. 
Two important factors were indispensable in this theorem: (1) one factor of pro- 
duction, whether it be land, labor or capital, was kept fixed while the others were 
increased; and (2) technology was postulated as constant. 

Apparently in loose reasoning this concept of diminishing returns has been the 
basis for the conclusions reached in some quarters that the large size of leading 
corporations necessarily leads to increased costs—tc., diminishing returns. 

*° The Relation Between Size and Efficiency of Business, 24 Rev. Econ. Statistics 125-135 (1942). 

" Efficiency and Profitability in Relation to Size, 29 Harv. Bus. Rev. 82, 84 (1951). 


131d. at 85. 
** Bain, The Relation of Profit Rate to Industry Concentration: American Manufacturing 1936-40, 


65 Q. J. Econ. 293 (1951). 
241d. at 322. 
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The insurance business, as in the case of any financial business, is not concerned 
with three major factors of production in the sense that manufacturing enterprise is. 
Labor is the primary factor; land and capital are of relative insignificance. Conse- 
quently, the interaction between these three factors, basic in the concept of diminish- 
ing returns, is present here in only a limited sense. Furthermore, there is no fixed 
supply of one factor with which to contend. Consequently, purely from a theoretical 
point of view one would expect the application of the concept of diminishing returns 
to be of considerably more limited significance in the case of life insurance com- 
panies, than in the case of manufacturing enterprise. 

Consider the nature of the life insurance business. There are four primary activ- 
ities of a life insurance company—namely, (1) actuarial, (2) agency or selling, (3) 
underwriting, and (4) investment. Other activities are largely of a supplementary 
nature to these primary functions. In the case of the small or medium sized 
company, the same actuarial and investment problems are faced as in the case of the 
large company, and these problems are by no means proportionately magnified as 
the size of the company increases. There is theoretically no greater actuarial work 
involved in getting up a rate book for a large company than for a medium sized 
company. Similarly, a decision to make a bond investment of $1,000,000 for a com- 
pany with $300,000,000 in assets involves just as much work and responsibility as an 
investment of $30,000,000 for a 10 billion dollar company.’** On the average, the 


medium sized company may make just as many bond investment transactions during 
. . ? 

the year as the large company, and the investment staff required by the large com- 

pany is by no means proportional to the size of its investment portfolio. Further- 


more, the large companies, despite the large amount of funds which they have to 
invest, have not experienced undue difficulty in investing their funds. For example, 
the gross rate of return earned on its assets by the largest company has in most 
years been above that of the industry in general. 

From either an actuarial or investment point of view there appears to be no neces- 
sary tendency toward diminishing returns. From an agency or underwriting stand- 
point the same problems exist for both the large and small companies, but there is a 
much more direct relationship between the size of the company and the workload 
in these functions. The same is broadly true of the other supporting activities of a 
company. 

The only basis for a contention of diminishing returns in life insurance would 
have to center about the problems of supervision and administration of personnel. 
There is no problem of physical production, such as is the case in manufacuring 
industries, with the consequent necessity for co-ordinating men and plant and equip- 
ment, not for one item but for perhaps several hundred items; there is no problem 
of inventories, and rapidly fluctuating prices and markets. A host of problems which 


148 As a matter of fact, in the case of a direct placement, a smaller direct placement to a smaller, 
lesser known, corporation should involve greater work than a larger one to a well-known corporation. 
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beset the manufacturing or trading enterprise are simply not present in the case of 


a life insurance company. 

Therefore, in attempting roughly to measure whether life insurance companies 
have reached a size which necessitate increasing costs, the best criterion to measure 
the size of the problem of management is the number of personnel which has to be 
administered. The size of the company in terms of dollar assets has little, if any- 
thing, to do with any tendency toward diminishing returns, except as it is reflected 
in personnel. In this respect some comparisons can be drawn which should serve 


to deflate any conception of mammoth size of life insurance companies, and conse- 
quent inherently increasing costs. 

Take, for example, a company such as General Motors; surely no one conversant 
with the facts would call General Motors an inefficient high-cost producer. Yet 
it has truly tremendous problems of management when compared to those of a life 
insurance company. Consider that it manufactures and distributes throughout the 
United States and, in many cases, throughout the world, not alone 5 makes of 
passenger cars, but, likewise, trucks and busses, diesel locomotives, refrigerators, auto- 
matic washers, freezers, all types of heating equipment, airplane engines, air condi- 
tioning equipment, and a host of other products. In managing this enterprise, 
the management must administer and supervise approximately 350,000 employees. 
Compare these problems to those of a life company with a relatively homogeneous 
product, where the largest company has total employees, both home office and 
field, of 46,000, and where the entire life insurance industry of over 600 companies 
has fewer employees than this one industrial enterprise. Other examples can be cited 
such as General Electric with 207,000 employees, Standard Oil of New Jersey with 
120,000 employees, etc. 

‘Further, to take a case where problems likewise are primarily of an administrative 
nature, consider the Post Office Department with over 500,000 employees, the Vet- 
erans Administration with almost 200,000, the Army, Navy and Air Force with 
civilian employment of about 900,000, the Department of Agriculture with 86,000, 
and the Treasury Department with 89,000.'*” 

There simply does not seem to be any prima facie reason why life companies 
under good management have reached a size where diminishing returns necessarily 
follow. 

As further evidence of the same point, an examination of the net cost data of the 
various companies, with all its admitted deficiencies as a yardstick, nevertheless dis- 
closes no tendency toward increasing cost with size. 


XI 
Lire INSURANCE AND Economic Power 


Another charge frequently made in investigations is that the life insurance com- 
panies have too great economic power and this power is usually attributed to the 


4” Figures as of June, 1949. Statistica, Apsrract oF THE Unirep States (1950). 
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investment side of the business. The most recent such charge was made by Adolph 
A. Berle in an address made before the Life Insurance Association in May of this 
year..© It would, therefore, appear timely to examine Berle’s argument in this 
connection. 

In this paper, Berle’s main thesis is that a revolution has taken place in this 
country shifting economic power from the hands of the government to the hands of 
the insurance companies. 

Thus, he writes :1® 


An issue was joined as to management of the monetary and credit policy of the U. S. 
This substantially since 1933 had been held by the political government at Washington 
and administered by the U. S. Treasury in loose but substantial cooperation with the 
Federal Reserve Board. A substantial body of outside opinion came into opposition. It 
was chiefly expressed by some of the commercial banks, and almost unanimously held 
by the great life insurance companies. Their precise complaint was that the Federal 
Reserve was pegging the long term government bond market and maintained a govern- 
ment long term interest rate at approximately 2!4°/, with short term rates correspondingly 
lower. This, the opposition maintained was inflationary; higher interest rates were in- 
dicated and would exist in a free market. Consequently, the Federal Reserve was in- 
creasingly called upon to buy governments thereby increasing the supply of cash and bank 
credit to or beyond the inflationary point... . The Federal Reserve Board was brought 
into sympathy with this view and found itself in opposition to the Treasury. Agreement 
was ultimately reached . . . making it clear that the view of the life insurance companies 
had prevailed. ... For practical purposes from March 1951 onward a new focal point 
of determining American economic policy had been established. Economic initiative 
came to rest in a concentrated'' group of companies capable of determining policy... . 
The great institutions who have and must invest enormous capital funds'® have the sub- 
stantial power in their hands to determine the long term interest rate for capital in the 


U. S. 


It is almost unbelievable that a well informed person such as Mr. Berle could 
come to the conclusion that economic power of the nation has now become centered 
in the life companies, and that they had the power to set interest rates. Such a state- 
ment could hardly be further from the truth. 

It is perfectly true that the life insurance companies argued strongly against 
the artificial and inflationary pegging of Government bonds; so also did practically 
every financial institution and an overwhelming majority of economists; so too did 

18 Address before the Spring meeting of the Life Insurance Association of America, Virginia Beach, 


Va., on May 25, 1951. 

18 Thid. 

17 In discussing concentration, Berle states that in 1948 70% of life insurance assets were in the hands 
of 10 companies, and the percentage is not diminishing. ‘This statement is not in accord with the facts. 
In 1948 the largest 10 companies held 67.7% of the industry assets; this figure has declined steadily from 
a figure of 79% in 1900 to 67.7% in 1948. Since 1948, this figure has declined further to 66.9% in 1950. 

18 Tn characterizing the funds which the insurance companies have to invest as enormous, Berle uses 
a gross figure for such funds which is clearly inflated and has little significance. This gross figure, for 
example, include switches from one security to another. As a specific example of the distortion which 
can arise from the use of this figure, the exchange of long-term government 2 %s into non-marketable 
2 %s in accordance with the Treasury offer in March 1951 will be included in the gross figure for 
1951, and inflate it by approximately 3 billion dollars. 
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the statesmanlike committee of Senator Douglas on monetary policy. In fact there 
was extremely little defense of the policy outside of the Treasury Department. By 
all odds the most powerful and influential opponents were the Federal Reserve 
Board, particularly its chairman, Thomas McCabe, who will probably never receive 
due recognition for his self-less statesmanship in this respect, and the respected 
Douglas Committee. It would certainly have been a feather in the cap of the in- 
surance companies if they could claim credit for having caused this change in 
policy. The facts indicate otherwise, however. 

The actual force of events—the surge of inflationary forces unleashed after the 
Korean outbreak, which led to one of the most rapid price rises in our history— 
this caused the policy to be changed for it created a genuine fear on the part of the 
Government as to what would happen if the policy did not change, and this fear 
enabled the Federal Reserve Board finally to win its point of view, a point of view 
for which it had been arguing not just at this time, but over a long period of years. 

A second misconception of Berle is that the reasoning of the Federal Reserve and 
other opponents of Treasury policy was to increase interest rates in order to check 
inflation. This was definitely not the reasoning; the Federal Reserve placed no great 
faith in a rise of interest rates by itself to curb inflation; what the Federal Reserve 
wished to do was to be able to restrict effectively the availability of credit, and as 
a result of steps taken to do this, higher interest rates resulted. Thus, higher in- 
terest rates were not the primary consideration; they were a by-product. 

Furthermore, even under the assumption that the Government had bowed out 
of the interest rate picture, and left it to free market forces, it is nevertheless still 
completely unrealistic to conclude that under these circumstances the life insurance 
companies would have the power to determine interest rates. Even the most ele- 
mentary economic reasoning would contradict this conclusion. The life insurance 
companies represent only a portion of one side of the market—namely, the supply 
side. The other and more important side of the market is the demand side for funds. 
The supply side of this market plays a more passive role in the determination of in- 
terest rates than the demand, because the supply is much steadier than the demand. 
Thus, money for investment flows rather constantly into the life insurance companies, 
and is invested just as constantly, for as a matter of policy, they do not build up large 
cash balances. The demand for these funds in the form of mortgages, corporate bond 
issues, etc., fluctuates widely from year to year; consequently, the demand side is a 
more dynamic factor in the determination of interest rates. 

Moreover, on the supply side there is active competition for investments not only 
among the various life insurance companies, but also between the life companies on 
the one hand, and the savings and loan associations, the mutual savings banks, the 
commercial banks, the trust companies, and the pension funds on the other. Not 
only is there competition among investors for desirable investments; there is also 
a considerable difference in investment policy and opinion from one company to 
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another and from one institution to another. As a concrete example, the buying 
interest of the big 5 life insurance companies is not at all necessary to the success of 
a bond offering, even though the offering is of large size. The most recent large 
corporate offering at this writing is the $20,000,000 issue of Southern California Edison 
bonds; this issue was priced to yield 3.01 per cent—the lowest yield for this quality 
bond for some months, and a yield which most insurance companies apparently did 
not find attractive because life insurance buying of the issue was negligible in amount. 
None of the leading life companies bought the issue. Nevertheless, even without life 
insurance buying, the issue was a definite success—selling right out, as a result of the 
buying on the part of trust companies, savings banks, and pension trust funds. This 
is not an isolated case; it happens with frequency, and numerous similar instances 
could be cited. It clearly demonstrates the competition within the market. 

The market currently and for the past few months has been more nearly a “Free 
Market” than it has been since 1933; this has been true because a free market under 
inflationary conditions has suited the purpose of the Federal Reserve. Given a change 
in business conditions and the Federal Reserve would quickly re-enter the market 
and demonstrate its control actively. Nevertheless, even without such control, if 
business should decline as it is apt to do after the first half of next year, the de- 
mand for funds would likewise decline and life insurance companies, or any other 
investing institutions, would be powerless to check or prevent a consequent decline 
in interest rates. This is as certain to follow as it is certain that night will follow 
day. We have even seen these forces at work within the past two and a half months. 
With the Federal Reserve completely out of the market, nevertheless a very slight 


easing of the demand-supply relation in the market has brought about a very con- 
siderable easing of interest rates. Thus, toward the end of June “A” rated corporate 
bonds were coming out at a yield of 3.62 per cent; in September these bonds were 
successfully offered at 3.12 per cent basis, a drastic change over so short a period. 
Two months later these issues were back to a 3.50-3.60 basis. Certainly, this does 
not bespeak control over interest rates by life insurance companies, or any other 
financial institutions. 


XII 
INsuRANCE S1zE AND Direct PLACEMENTS 

Another aspect of the investment side of life insurance which has been subject 
to frequent government attack has been the question of direct placements (frequently 
called private placements). This attack is along two lines. The assertion is made 
(1) that direct placements benefit the giant corporations, and are not available to the 
small borrower who is elbowed aside, and (2) that direct placements benefit the 
large insurance companies and are not available to small insurance companies. Both 
of these allegations are dealt with in considerable detail in a previous article of mine2® 
and will only be touched upon here. 


1® Direct Placements, 6 J. Finance 85-118 (1951). 
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As far as direct placements benefiting the giant corporations only and being un- 
available to the small corporations, this assertion simply is not true. The fact of 
the matter is that there is some reason to question the benefit of direct place- 
ments to large corporations, but for the small well-established business the benefit 
of direct placements cannot be gainsaid. As a matter of fact, the greatest single 
contribution of direct placements has been in opening up a new and, in many 
cases, the only avenue of long-term financing to the small established business. 
The large corporations always have the ready and inexpensive alternative of a public 
offering; to small corporations the public markets are often unavailable, and when 
available are excessively costly. Of the total estimated number of industrial direct 
placements in 1949, approximately 25 per cent were for amounts less than $500,000, 
Contrast this with the picture of public offerings where for the three year period 
1945-47 only 2 bond issues of less than $500,000 were offered publicly. 

As for the second point, that direct placements are not available to the small 
insurances companies, there is considerably more merit in this contention. Public 
utility bonds and railroad bonds are primarily publicly offered and thus available to 
even the smallest investor; mortgages are likewise available freely to such an in- 
vestor. In the case of industrial issues this is not the case, for practically all in- 
dustrial issues are directly placed. The very small insurance company is unable to 
participate in such direct placements due to the very small unit size of its typical 
purchase, and the impracticability of setting up an adequate staff to make direct 
placements. This is a significant problem within the industry, and one which is 
receiving increasing attention. It should not be overemphasized, however, for the 


small insurance company has not faced any above-average difficulty in investing its 
funds profitably in the past, nor is it likely to do so in the future. 


XIII 


REGULATION OF LiFe INSURANCE 


The institution of life insurance partakes a great deal of the nature of a trustee- 
ship; as such, the life insurance companies bear a heavy load of responsibility to their 
policyholders and the public. This has long been recognized within the industry, 
and is fully reflected in the regulation of the industry by public authority. The 
average person, however, is unaware of the extent to which the activities of life 
insurance companies are supervised and regulated. Life insurance is probably more 
closely supervised by regulatory authority than any other industry, with the possible 
exception of banking. 

This supervision is exercised by state regulatory authority. A high degree of 
uniformity is achieved by the National Association of Insurance Commissioners, a 
body comprised, as the title indicates, by the Insurance Commissioners of the various 
states, and designed to coordinate regulation among the states. Thus, through the 
auspices of this body, each insurance company files uniform reports concerning its 
assets, liabilities, income, and expenses. 
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A further factor tending toward uniformity of regulation is the fact that an 
insurance company domiciled, say in Iowa, and wishing to conduct business in 
another state must conform substantially to the regulation standards of that state. 
In this way, especially for those companies doing business on a nationwide basis, 
the regulations of the strictest states tend to govern. New York State insurance law 
has had wide influence in this respect, since companies doing business in New 
York hold well over four fifths of all United States companies’ assets. 

Regulation deals with every aspect of the life insurance business. The amount 
of insurance which can be written is subject to broad regulation; the expenses which 
can be incurred for agents’ compensation, for total agengy expenses, and for total 
over all company expense, are controlled. The amount of surplus which can be 
accumulated is regulated; likewise, the actuarial basis for valuation of liabilities has 
to meet minimum standards; investments are closely regulated and supervised. 

For regulatory purposes the United States is divided up into 6 area zones by the 
National Association of Insurance Commissioners. Each zone has a chairman. 
Every insurance company is examined at least once every 3 years. The examinations 
are conducted by the insurance department of the state in which the company is 
domiciled, together with representatives from the zones in which the company 
operates. 

In general, the main purpose of such an examination is to inform the public and 
supervising officials of various states relative to the progress and management policies 
of the company, its internal management and plan of operation, the soundness of its 
investment policy and agency organization, the nature of its policy contracts, its 
treatment of policyholders, the nature and accuracy of its accounts and records, the 
value and diversity of its assets, the adequacy of its reserves, and its ability to meet 
all future policy obligations with an adequate margin of assets in excess of liabilities 
for contingencies that may arise. 

These examinations are not cursory in character; they are very thorough. Some 
conception of this thoroughness can be gained by the length of time required by the 
examination. The examination of the largest companies, for instance, takes about 
a year and a half every 3 years. Thus, on the average they are undergoing examina- 
tion approximately half of the time. 

This system has been tested and tried, and has proved its merit. One indication 
of its effectiveness is the unparalleled safety record of life insurance. During the 


great depression, for example, when failures of virtually all other types of institutions 


were widespread, less than 1 per cent of life insurance assets were impaired by virtue 
of liens, and these liens have since been reduced to negligible proportions. More- 
ever, even where liens existed, death claims were honored in almost all instances. 
Further evidence of the soundness of the system of regulation is indicated in the 
excellent showing which the industry made in the TNEC investigation; in the 
words of the chairman of that investigation “Life insurance came through with 
flying colors.” 
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In my opinion the following conclusions may be drawn with respect to the 
questions which have been considered in this paper. 

(1). Savings in our economy have shown no long-run tendency to rise as a per- 
centage of income. 

(2). Savings in the form of life insurance for the past two decades have shown no 
tendency to rise as a percentage of total savings. 

(3). The life insurance industry has shown tremendous growth over the past 100 
years. 

(4). Over the past two decades the life insurance industry has lagged behind the 
rest of the economy, so that far from the industry having grown to too great a size, 
considerably greater insurance protection is needed than now exists. 

(5). The concentration of assets in the largest companies in the life insurance 
industry is no greater than for industry generally. 


(6). The trend in the insurance industry has been toward a lesser concentration 
of assets over a long period of time. 


(7). The insurance industry is not monopolistic in character; there is freedom 
of entry and active competition. 

(8). There is no evidence available, whether empirical or theoretical, that the 
large insurance companies have reached a size which necessarily leads to higher costs 
and lower efficiency. 

(9). There is no evidence available that the life insurance companies wield sub- 
stantial economic power. 

(10). The life insurance industry has a great responsibility to its policy-holders 
and the public. 

(11). Reflecting this responsibility, well recognized within the industry, life 
insurance is subject to probably closer supervision by regulatory authority than any 
other industry, with the possible exception of banking. 

(12). The excellent record of the life insurance industry testifies to the soundness 
of the industry supervision, and enabled it to come through the TNEC investiga- 
tion in the words of the chairman of the TNEC “with flying colors.” 


ee — 


SK pM D niigarnnn esas i Maint 











CORPORATE FINANCING IN GREAT BRITAIN 


Tue CHARTERHOUSE FINANCE CorporaTION LimiTEeD* 


INTRODUCTION 


In studying the methods by which British industry raises capital today it is 
essential to understand the sources from which the capital can be obtained, the 
methods whereby it is translated from the lender to the borrower, and the restrictions 
which are imposed by controls upon both lender and borrower. For the purpose of 
this article we are dealing with the financing of businesses constituted as public 
companies with limited liability. 

The methods of financing war-time production had considerable influence on 
postwar financing and the capital markets. The major requirement in a capitalist 
economy is for risk-bearing capital which will carry the burdens or reap the rewards 
of free enterprise. Under the existing economy of Great Britain today, circum- 
scribed as it is by controls and restrictions as well as heavy taxation, it is difficult 
to recognize the prewar concept of free enterprise but, outside the recently national- 
ized industries, its principles still remain and are those whereby industrialists still 
regulate their affairs. 

1939-1945—FINANCING THE War 

In establishing a war economy in 1939 it became necessary for the Government to 
direct the energies of industry primarily towards the maintenance of our navy, army, 
and air force in effective operation by keeping full supply lines. A system of controls 
and regulations for the supply of raw materials grew up and in their wake came the 
control of capital for the financing of the war machine, responsibility for which 
automatically devolved upon the Treasury. 

The money required for this purpose and for nearly all the requirements of 
industry at this time was obtained by direct and indirect taxation in the form of 
income tax, profit taxes, company excess profits taxes, national defence contributions, 
purchase tax; and also from savings which the public placed in Government securities 
of all kinds. Government issues were made primarily to provide the necessary 
finance for war purposes, but the savings campaign also had as its objective the 
removal of surplus spending power from the people so as to avoid inflation. 

During this period industry was, broadly speaking, being financed by British 
Government securities carrying a low rate of interest. The sources from which these 
funds were subscribed were the savings in the hands of the public, surplus funds 
available in the banks and industrial companies, and also the income of life assurance 
companies. The latter had, indeed, early in the war, voluntarily agreed to support 


® The Charterhouse Finance Corporation Limited is a leading issuing house in the City of London 
and is a wholly owned subsidiary of The Charterhouse Investment Trust Limited of London. 
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Government War Loans with the whole of the increase in their home funds, which 
were augmented by the sterling proceeds from requisitioning of overseas invest- 
ments which were sold to provide the foreign currency required to finance purchases 
of war materials abroad. 

The effect of these measures was to canalize the funds of individuals and insti- 
tutions, who normally provide industry with its working capital, into Government 
securities. The amount of the national debt had therefore risen out of all peace-time 
proportions in relation to the capital normally invested in industry. 

RECONVERSION TO PEACE 

The process of converting industry to peace-time requirements from those of war 
was a problem of first-class magnitude, both physically and financially. Industry 
needed to re-tool and re-equip itself, to re-design its many peace-time products, to 
re-establish old markets, and to seek new. Men from the services had to be absorbed, 
re-trained in their old jobs or—for the newcomer—trained afresh. These problems 
occupied the country through the later months of 1945, the whole of 1946, and in 
many cases part of 1947. Where were the materials and money for this job? 

The materials were available, although in many cases in short supply, but the 
adaptation of war-time plant was not always immediately practicable. It was during 
this period, and for the reason that Great Britain, in common with the whole of 
Europe, was through force of circumstances non-productive, that the United States 
generously made money and materials available under the Marshall Plan to help feed 
and sustain us. 

The problem of financing this reconstruction period was difficult. There were 
fortunate companies whose peace-time production had been equally applicable to 
the needs of war and therefore they had no reconversion problem; others whose 
peace-time activities had ceased at the outbreak of war had major problems. An 
example of this is a catering and restaurant group which switched over from filling 
Swiss rolls and buns with cream to filling shells with explosive. The products were 
different but the principle of an efficient production line remained the same; never- 
theless, their post-war problems were severe. 

We have seen that the monetary picture had been distorted owing to the incidence 
of taxation—in particular the operation of the excess profits tax, which as its name 
implies effectively siphoned off profits made over and above a pre-determined stand- 
ard. Few businesses during the war were able to retain profits to assist reconstruction. 
Of course many old established businesses maintained a healthy financial position 
throughout and did not need help if their reconstruction problem was slight, but 
many who had major reconversion problems did need help. Again many had had 
their factories damaged by bombing, if not totally destroyed, and their machinery 
wrecked. 

Initially the problem was solved by bank borrowing. Factories which had been 
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built by the Government during the war were sold on advantageous terms to many 
of the companies occupying them, and by many such means the Government helped 
industry to get on its feet. Inevitably, however, during the period since the war in- 
flation had taken place and it became essential for many businesses eventually to con- 
vert borrowings and indebtedness into permanent capital in order to avoid straining 
bank credit and, at the same time, maintain a satisfactory volume of trade. 

Tue Caprra, Market 

It is pertinent here te consider the capital market whose services provide the 
British capitalist with the finance he requires for his business. The capital market 
has been developed by private enterprise and consequently is extremely sensitive and 
adaptable. Its foundation is the issuing house, a financial institution which, on the 
one hand, keeps itself acquainted with the needs of industry for capital, and, on the 
other, with the views and inclinations of investors generally. The industrialist be- 
comes dependent upon the specialized experience and services of the issuing house 
when the time comes to fund borrowings or otherwise to raise new permanent 
capital. 

In the postwar period the requirements of industry were many and varied and 
the major responsibility of this section of the capital market was, by the most careful 
investigation, to satisfy itself that it found capital only for those companies whose 
projected or existing peace-time production was essential to the community, whose 
businesses were honestly run on sound commercial lines with good management, 
and who could put to profitable use the capital they were raising. 

In all cases, consideration must be given not only to the circumstances peculiar 
to the company under review, such as the existing capital structure, but also to the 
general market conditions at the time and the opinions and sentiment prevailing 
amongst investors. The market for new issues fluctuates; at times ordinary shares 
are popular and at other times preference or loan capital is more easily absorbed. 
On occasion certain industries fall under a cloud so that investors will not buy shares 


in companies engaged in them. 


Torta Company Issues 
“Economist” New Basis EXPRESSED AS PERCENTAGES 





Type of Issue 


1938 936 1945 1947 1948 


Debenture % 21.16 | 23. 5.04 | 6.71 | 11.49 | 6.13 
Preference % 13.65 4 R : 19.68 19.20 
Total fixed —interest- eS 3 
bearing stocks %. . 


Ordinary %........ 
% | 100.00 
Totals £ million 159.7 ‘ 295.8 | 236.5 


34.81 14.46 31.17 | 25.33 
65.19 : 68.83 | 74.67 


100.00 | 100.00 
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It is interesting to insert here figures prepared by the London Economist on the 
amount of money raised in 1938 and 1939 and for the years 1945 to 1950 inclusive, 
showing the breakdown of the types of security issued. The figures are shown as 
percentages and are divided into debentures which include dated loan stock; prefer- 
ence shares or preferred shares; and ordinary shares which are the equivalent of the 
common stock in an American company. 

The first point of interest to note is that in general the bulk of the capital re- 
quirement of industry was applied in the form of “risk” capital, or ordinary shares 
as we know them, and that the year in which the highest percentage of that type 
of capital was provided was 1945, the first year of reconstruction. It evidences the 
willingness of the investor or lender to take the risks necessary to refinance industry 
at that time. In the succeeding years of 1946 and 1947 the highest total sums were 
raised amounting to 271.2 and 295.8 million pounds respectively, and we see a grad- 
ual reduction of the percentage raised in ordinary shares, and an increasing pre- 
ponderance going into the preference (or preferred) shares, and, to a lesser extent, 
debentures or loan stock. 

In 1948 and 1949 we see the growing popularity of the preference shares, which 
showed the tendency of the investor or lender in those years to demand greater se- 
curity for his money. This was further accentuated in 1950 when he was tempted to 
buy only the better or best types of preference shares, and in many cases, as a condi- 
tion of his investment in industry, began to demand a charge on the assets in the 
form of debentures. The wheel has indeed almost turned a full cycle from the days 
of 1945 when it was possible to raise considerable sums in the equity of businesses on 
only postwar and wartime records, to the situation we are facing today in which the 
fullest possible security is required by lenders and only first-class industrial concerns 
can raise equity capital, or common stock, on reasonable terms. 

This movement has inevitably caused interest and dividend rates to rise and as a 
consequence we have seen a tendency among institutions to divest themselves of a 
proportion of relatively low-interest-bearing Government securities and to purchase in 
their place any available first-class industrial debentures which carry a higher and 
more attractive interest rate. 

Interest Rates 


The bulk of the finance required by British industry is obtained in the form of 
stocks or shares which become quoted on the London Stock Exchange or provincial 
stock exchanges, and it is, therefore, possible to follow the trend of interest rates. 
Stock markets generally are moved by three forces: (a) politics, (b) economics, 
and (c) sentiment or the attitude of the investor to politics and economics and any 
other factor he considers relevant. 

Interest rates are determined by the effect these three factors have on markets and 
it is interesting to see the trend over the past few years of certain typical classes of 
stocks as shown by the yields obtained on certain groups of stocks and shares. 
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1938 1939 1945 1946 1947 1948 

British Govt. Long-dated 

and Irredeemables 3.53 3.78 2.91 2.60 2.87 3.24 
Selected Industrials 

Debentures 4:27 462 3.86 3.78 3.88 3.89 s 4.06 
Industrial Preference 

Shares 456 484 4.21 409 4.10 413 467 4.91 
Industrial Ordinary 

Shares 6.28 6.61 455 466 480 5.03 5.50 5.37 


(The above figures are compiled {rom The Actuaries’ Investment Index—Average Yields—published 
by The Institute of Actuaries). 

Certain facts emerge from these figures. The first is the comparative effectiveness 
of the Government’s methods of controlling the “gilt-edged” market so as to continue 
borrowing and carry out refunding operations at the cheapest rate possible. In 
large measure this object has been achieved over the past five years, as it will be 
seen that during the postwar period the yield on British Government long-dated 
stocks did not rise above the figure for 1938 until 1950. The fall in the price of 
Government stocks has continued during 1951 and yields have consequently in- 
creased beyond the figure shown for 1950. 

The second fact is that the industrialist took advantage of the ruling cheap money 
period, and by offering rates which appeared tempting in comparison with Gov- 
ernment securities frequently got the backing he required. Over the past twelve 
months however money has become more difficult to obtain and as a consequence 
industry has had to offer comparatively attractive terms for loans. 

During 1950 and early 1951 a number of companies which are industrial leaders 
in Britain raised considerable sums by means of short and medium term loans, some 
of which were placed privately without a stock exchange quotation, and some of 
which were issued through the normal machinery of the capital market. 

A list of these is given below: 

The amount raised in this type of security during 1950 represented a considerable 
part of the total capital issues made by corporate bodies. It is important to note that 
of the eleven issues mentioned above only six were made with a stock exchange 
quotation. The remaining five totalling 32 million pounds were placed privately, 
chiefly in large blocks with insurance companies. 

The capital market was particularly open to attractive first-class securities of the 
type mentioned above as most insurance companies had funds to invest and very 
little stock was available in the market. These issues drew off a very considerable 
proportion of the surplus investment cash available, with the result that Government 
stocks became relatively unattractive. The funding operation to convert the residue 
of 209 million pounds of 1949-51 National War Bonds into new 3 per cent Funding 
Stock 1966-68 was below expectations, and the following paragraph by the City 
Editor of The Times was published on November 14, 1950:" 


?P. 8, col. 1 (Italics supplied). 
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SHort TERM Loans 





Company 


Amount 
Raised 


1950 
Type of Security 


Length of 
Life 


Market 





The British Oxygen Co. Ltd.. 
Cadbury Bros. Ltd 
The Distillers Co. Ltd....... 


Imperial Chemical Industries 
Limited 

Imperial Tobacco Co. 
(of Great Britain and 
Ireland) Ltd 

Lewis Berger & Sons Ltd... . 


Lever Bros. and Unilever 


£ 4,000,000 
£ 3,000,000 
£ 4,000,000 


£ 1,500,000 
£20,000 ,000 
£20,000 ,000 
£ 1,000,000 
£10,000 ,000 


£ 1,000,000 


334% Unsecured Loan 
Stock 
4% Unsecured Notes 


34% Unsecured Loan 
Stock 


4% Redeemable 
Debenture Stock 


4% Unsecured Loan 
Stock 


4% Unsecured Loan 
Stock 

4% Unsecured Loan 
Stock 


334% Redeemable 
Debenture Stock 


4% Guaranteed Loan 
Stock 


3- 5 years 
8-13 years 
2- 5 years 


5-20 years 


8-10 years 


10-20 years 


5-10 years 


5-25 years 


5-10 years 


Placed 
privately. 
Placed 


privately. 
Placed 
privately. 


Stock exchange 
quotation. 


Placed 
privately. 


Stock exchange 
quotation. 
Stock exchange 
quotation. 


Stock exchange 
quotation. 


Placed 
privately. 








1951 
£ 2,000,000 | 4% Unsecured Loan 9-14 years | Stock exchange 
Stock quotation. 


£ 2,000,000 | 414% Unsecured Loan | 10-15 years | Stock exchange 
Stock quotation. 


Gallaher Ltd 
Godfrey Phillips Ltd 

















THE CONVERSION RESULT 


The residue of £209m. of 1949-51 National War Bonds has been reduced to some 
£121m. by the offer to holders to convert into the new 3 per Cent. Funding Stock 1966- 
68. The Treasury announced last evening that approximately £88m. of the War Bonds 
had been tendered for conversion. This figure excludes bonds on the Post Office Register, 
but as these must be very small any further conversions will not affect the result materially. 

In one respect the figure of £88m. is well below expectations. It was believed before- 
hand that £150m. or so of the maturing bonds were already held by the public depart- 
ments, who would presumably convert into the new stock. The actual total tendered for 
conversion suggests either that the departments have chosen in fact to retain a substantial 
proportion of their holdings for redemption on February 1 or that they had already 
disposed of most of them before the latest offer. On the whole this last seems to be the 
more likely explanation. The departments had an earlier opportunity, in June, of con- 
verting into 24% per Cent. Funding Loan, 1956-61, and there have been other opportu- 
nities doubtless in the rising market for the Funds since then of peddling out stock to 
ordinary buyers. 

“If this is true, however, then the buyers must have been the large corporate and institu- 
tional investors, for the money market is not thought to hold any quantity of the maturing 
bonds; and the present conversion result means that these corporate investors do not want 
a 3 per cent. 16-18-year Government stock. They may well feel that there may be more 
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profitable’ opportunities for employing the redemption moneys next year in taking up more 
short-term industrial note issues. 


Tue INvEsToR 


The chief supporters of the capital market today are the insurance companies, 
pension funds, the investment trusts, and, to a limited extent, the merchant banking 
houses and private investors. The two last named are not important factors. The 
merchant banks during a period of inflation and active trgde are usually fully ex- 
tended in financing trade. The private investor, owing to the incidence of high taxa- 
tion, has to a large extent ceased to have surplus funds available year by year out of 
income and is left with his permanent capital—if any—which in most cases he is 
reluctant to venture outside safe securities. 

We are left, therefore, with the investment trusts, insurance companies, and 
pension funds. Investment trusts are currently precluded—by government regulation 
—from raising large sums of fresh capital, but they may, if they so wish, raise a sum 
of not more than £50,000 annually in any one company. Very few have taken ad- 
vantage of this concession and their market activities are therefore confined to switch- 
ing operations and the investment of normal surplus income. 

The only investors with new funds continually available for investment are there- 
fore the insurance companies and pension funds. The savings of the man in the 
street are now, to a great extent, channelled into the insurance companies in the 
form of life or endowment insurance, educational policies, house mortgages, and 
many other types of policies. Subscriptions to pension funds in many cases become 


almost a condition of employment. The attraction to the public of these forms of 
savings lies in the fact that a substantial measure of relief from the personal income 
tax is allowed on premiums and pension contributions, and thereby such policies 
contain an element of additional saving beyond the normal premiums payable. 


INsuRANCE CoMPANIES 

From the preceding paragraph it will be appreciated that the major continuing 
source of fresh funds for the capital market comes from the life assurance companies, 
and the following table shows the net income which was available from this source 
in the years 1945-1949. 

The investment policy of the insurance companies, as a whole, is dictated by their 
need to provide life cover rather than profits, and maintenance of capital values is 
therefore of paramount importance. The rise or fall in price of a security which is to 


Net Income or Lire AssuraNcE Companies IN Untrep Kincpom 
(Ordinary and Industrial Business) 
£. thousands 


1945 1946 1947 1948 1949 
£92,348 £111,613 £112,844 £123,514 £120,703 


(Figures obtained from The Annual Abstract of Statistics, published by The Central Statistical Office, 
and advance information received from The Statistics Division of The Board of Trade). 
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be held to maturity is not of major importance except to the extent that current 
market prices are used to value stocks in the annual balance sheets. 

As explained previously the insurance companies during the war had agreed to 
utilize the whole of their home premium income in the support of Government 
issues, and as a result, at the end of the war, the amount invested in this type of 
security had increased considerably over prewar totals. 

This fact should be borne in mind, and also that post-war investment policy has 
largely been dictated by government action or decree. Soon after the war the 
Socialist Government then in power defined its investment policy and issued instruc- 
tions to the Treasury, which were transmitted to the banks, for the control of credit. 
It set up a Capital Issues Committee which operates with the Treasury in controlling 
not only the amount of capital raised through the capital market but also the di- 
rection in which funds so raised are used. A company requiring fresh capital must 
submit proof tc this Committee, by reference to the various ministries or national 
boards within whose sphere it operates, that its activities are of national importance 
and its requirements reasonable and well founded. 

The Government’s cheap money policy, as we have seen, also had a considerable 
effect on markets and consequently on investment policy. British insurance com- 
panies are not required by law to utilize a fixed proportion of their funds in Gov- 
ernment securities, but prudence requires that they should do so, and, as a result, 
a very considerable percentage is always invested in what are termed “gilt-edged” 
securities. A further high percentage is in British municipal and corporation stocks, 
colonial government stocks, and loans on mortgages, policies and rates. 

We are indebted to The Prudential Assurance Company Limited of London for 
permission to use a table compiled by them summarizing the distribution of assets 
of twelve large British insurance companies. The figures include general as well as 
life fund assets: 

For reasons already discussed the proportion of British Government securities in- 
creased during the war from 26.56 per cent in 1938 to 39.08 per cent in 1943 but it is 
also interesting to note that during the years to 1949 this figure had again increased to 
43-51 per cent. _ 

Loans on mortgages, policies, rates, and other securities, excluding stocks and 
shares, declined from 12.22 per cent in 1938 to 6.32 per cent in 1949. Municipal and 
county stocks declined from 4.14 per cent to 1.64 per cent; stocks and shares remained 
almost stationary, the respective figures being 1938—16.57 per cent, and 1949—16.86 
per cent, although the sum invested increased from approximately 149 million 
pounds, to 243 million pounds. The only other major change was in the item “Mis- 
cellaneous” which rose from 5.74 per cent to 7.55 per cent, or 51 million pounds to 
109 million pounds. Debentures declined slightly in value from 149!4 million 
pounds to 147 million pounds, but their percentage of the total invested funds 
dropped from 16.61 per cent to 10.19 per cent. In considering these figures we must 
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DistrisuTION OF AsSETS 





1938 1940 1943 





Mortgages including Loans on £ £ £ 
Stocks and Shares _ ey 384 64,467 ,385 53,652,413 
6.81% 5.09% 
Loans on Policies 19. rth *550 17,765,576 
2. "2207 ie 88% 
Loans on Rates 29, 445, 022 34 459, 423 30, 274. “624 
: 3.27% 3.64 2:87% 0 
Loans on Personal Security 190,196 33° 356 139,378 
0.01% 


0.02% 0.02°%, 
Loans on Life Interests and 
Reversions 1,998 , 154 1,894,166 1,664 ,755 1,361,561 
0. "22%, 0. "20%, 0.16% 0.09% 
British Government Securities..| 239,145,001 257,305,376 | 412,262,543 628,376,583 
27.18% 39.08% 43.51% 
Municipal and County United ; 
37,273, 508 29,54: 38,755,225 23,740,612 
.24% 3.67% 649 
Indian & Colonial Governments. 44.776 ‘171 ‘ a 
4.969 4.77% 3.80% 
Indian & Colonial Provincial ” . 
Securities 1,957 ,796 é 1,250 ,457 
22% 0.12% 


0. "22%, 
Indian & Colonial Municipal 
Securities 9,444,110 6,916,020 
1.05% D 0.66% 


Foreign Governments 

Foreign Provincial Securities... . 

Foreign Municipal Securities... . 4,170,022 
0.46% 

Debentures 149,514,224 

16.61% 

Stocks and Shares 149,194,707 


16.57% 
Land & House Property 
Ground Rents 47,237,313 2 ,6 “ 974,649 
5.25% 5 "33% -74% 


Life Interest and Reversions. .. . 575, 193 509 “248 ar 747 
0.06% £0.05% 0.04% 

Miscellaneous 51 "645, °379 76 253 °449 > oo) 
5. 74% 8. "05% 


£900 ,398, 827 £946, 837, 172 £1, 054, 951 ,095 £1 444,319,735 




















Note: The p age figures repr the proportion of total assets. 





bear in mind that the total funds invested increased from 900,398,827 pounds in 
1938 to 1,444,319,735 pounds in 1949, an increase of some 543 million pounds or over 
60 per cent. The increase of British Government securities from 239,145,991 pounds 
(26.56 per cent) in 1938 to 628,376,583 pounds (43.51 per cent) in 1949 absorbed some 
389 million pounds, or over 70 per cent, of the available surplus. It would appear, 
therefore, that during this period these companies had invested a more than pro- 
portionate amount in this type of security. 

It should not be assumed that insurance companies were less willing to invest 
in industry during the post-war years, but rather that they were unable to find a 
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sufficiently high percentage of suitable industrial securities, and consequently turned 
to the “gilt-edged” market to invest surplus funds. The favorable reception accorded 
to the short-term issues of high quality in the latter half of 1950, shows the readiness 
of insurance companies and other investors to absorb attractive industrial issues. 
Considerable investment demand arose also in the first quarter of 1951 for first 
class ordinary shares as a hedge against continued inflation, but this movement be- 
came less evident towards the middle of the summer and by the autumn had vir- 
tually ceased. 
INVESTMENT TRusTs 
The investment trusts are not a considerable source of new funds for the market 

as they can only provide surplus income for this purpose. 

A table showing the distribution of assets of twelve of the larger British investment 
trusts is given below, with the changes which have taken place since 1938. 


INVESTMENT TRrusTs—DIstTRIBUTION OF ASSETS 





1941 | 1943 | 1945 | 1947 1949 

ASS eet | j 

Bonds and Debentures. .........| 26.6697) 29. 30% 27.07% Z| 26.51%) 21. 30% 

Preference Stocks and Shares.....| 28.69°%| 26.07% A 28. 53%| 29.759 Z| 27 .07° 

Ordinary Stocks and Shares 44, 65° 44. 63%,| 44.40%! 43.74%) 51.63% 
|- 


| 
1938 
| 16.14% 
25.74% 
58.12% 





( 
| 
. 


100. 00 100 00 too. -00 pun 00 ‘100. 00 





The above table can give only a slight indication of the changes which have 
taken place in this group of representative companies. The figures are taken from 
the balance sheets of the various companies and in most cases the value put upon 
the stocks and shares is at cost price and not market value. As this basis has to be 
used the changes in the market value of portfolios is not apparent. The effect of 
price rises and falls in the three groups shown above is not therefore reflected in the 
figures until such time as sales of one class take place and funds are transferred to 
another. 

Movements are however seen from 1945 onwards when stock market activity 
increased and a general trend is shown. From 1945 to 1950 bonds and debentures 
were reduced from 26.51 per cent to 14.87 per cent; preference shares reduced from 
29.75 per cent to 23.99 per cent and, as a consequence, holdings of ordinary stocks 
and shares increased from 43.74 per cent to 61.14 per cent. The broad generalization, 
therefore, emerges that the investment trusts became less interested in fixed-interest- 
bearing securities and more interested in ordinary shares—or the equity of industry. 
The holdings of these investment trusts included American and foreign securities. 

Over the past two or three years certain of the important investment trust groups 
have been reverting to a pre-war practice of investing a percentage of their funds 
in United States and Canadian stocks. 
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As American stocks have become available these groups have been buyers of 
them and consequently sellers of British stocks and shares. The devaluation of ster- 
ling produced considerable increases in book values (in sterling) of American 
holdings and many trusts purchased additional stocks and shares to average existing 
holdings. There is an added attraction for the British investor in holding American 
stocks in that by the operation of the Double Taxation Agreement between the two 
countries a relief from part of British income tax is obtained on income received from 
American stocks and sha,es, which has the effect of increasing the yields obtainable, 
in some cases to very attractive levels. 

INVESTMENT TRENDS 

As we have seen, there was a much greater disposition in 1945 and 1946 to put 
up “risk” capital for business in the form of ordinary shares than in 1950. This 
has produced a very definite movement as in order to make successful issues and in- 
sure that the required capital is forthcoming, companies concerned are compelled 
by the requirements of the investor to make offers of shares to their shareholders 
on attractive terms well below the market prices ruling. 

This applies even to the leading industrial concerns and the following are some 
examples: 

The urgent needs of industry for capital, in some cases required to finance the 
purchase of raw materials which have risen steeply in price in the past two years, 
could often only be met by the issue of prior charges—debentures or loan stock or 
preference shares. The accompanying table which compares the capital structure in 


1941 and 1950 of eight British and eight American companies engaged in the same 
industries illustrates the trend. 


Issues TO SHAREHOLDERS ON Bonus TERMS 





Price at Market 

Cash raised which Price 

by Ordinary | Date of Offered to at Time 
Issues Issue Shareholders of Issue 


1950 


English Electric Co. Ltd £1,032,130 | January 35/— 1 for 6 
Boots Pure Drug Co. Ltd............ £2,240 ,000 | March 35/— 1 for 5 
The British Oxvgen Co. Ltd Z November 70/— 1 for 5 
Dunlop Rubber Co. Ltd . November 40/—- 23 for 5 
British Aluminum Co. Ltd x November 34/— 2 for 3 
Canadian Eagle Oil Co.............. 70 | November 22/— 7 for 30 
Rolls-Royce Ltd December 1 for 3 





J. Lyons & Co. Ltd ¢ January 90/ 1 for 3 
Metal Industries Ltd 5 March é 1 for 4 
De Havilland Aircraft Ltd............ June 9 for 10 
Hambros Bank Ltd June 5 for 2 
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Companies 


(1) 
Debentures 
expressed as 
% of total 

Capital 


194 1950 


(2) 
Preference or 
Preferred 
Capital 
expressed 2s 
> of total 
Capital 


1950 


(3) 
Total Prior 
Charges 
expressed as 
% of total 
_ Capital 


1950 


(4) 
Ordinary 
Capital 
expressed as 
©> of total 
Capital 








67. 10 
58.45 
90.13 
50.00 
98.30 
84.67 
54.54 
42.12 


American Tobacco Co. 

The Imperial Tobacco Co........ 

Armour & Co. (Illinois).......... 

Liebig’s Extract of Meat......... 

Celanese Corp. of America........ 

British Celanese................. 

Du Pont de Nemours & Co....... 

Imperial Chemical Industries... . . 

Firestone Tire & Rubber 

Dunlop Rubber Co.. 

Goodyear Tire & Rubber........ 

Goodyear Tyre & Rubber Co. 
(Great Britain)... ; 

Monsanto Chemical U. 

Monsanto Chemical or 

The United States Steel 

John Summers 











HEBER 




















(Compiled from Moodys’ Services). 


With the exception of two American companies—Firestone Tire and Rubber 
and United States Steel—the equity or common stock percentages of capital de- 
creased, and with the exception again of those two companies the proportion of 
the total capital in prior charges was increased between those years. 

It would appear from all figures which have been quoted that there has been a 
definite trend in the new issue market up to 1950 towards security and away from 
equities, except in first-class businesses. This has tended to produce top-heavy capital 
structures in which prior charges predominate. The movement appears to have gone 
further in America than in the United Kingdom and appears to be inevitable during 
a period of combined political unrest and inflation which causes industry to require 
increasing loan facilities and credit to maintain trading turnover. 


Types oF SECURITY 


In the postwar period the types of security offered on the capital market varied 
from the straight debenture stock, preference and ordinary share to short-term con- 
vertible loan notes and redeemable participating preference shares. Unorthodox 
types of security are a product and symptom of the times. British companies in 
addition to paying income tax on their profits and also a 10 per cent profits tax, must 
pay a further tax on all distributed dividends which at present is at the rate of 40 
per cent of the sum distributed. The 10 per cent profits tax and 4o per cent distribu- 
tion tax can become extremely onerous for a company financed with a preponderance 
of preference or preferred capital carrying a high fixed dividend or coupon rate. De- 
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bentures, notes, and loan stock do not attract the 4o per cent distribution tax and, 
therefore, are more attractive to borrowers. As a generalization therefore companies 
prefer to raise capital by means of debentures, loan stock or unsecured notes, instead of 
by preference, preferred or ordinary shares which attract this distribution tax, pro- 
vided always that the capital structure is not thrown out thereby or bank credit 
affected. 

To increase the attraction of preference shares it has sometimes been necessary to 
introduce a feature of redemption, or convertibility into ordinary shares. Insurance 
companies like to have redemption features in small companies so that they can 
envisage the ultimate liquidation of their holding. Such shares often impose an 
obligation on the company to apply, year by year, a certain proportion of its profit to 
provide a sinking fund or to carry out redemption by annual drawings. The cost 
of such sinking fund or drawings is not allowed as an expense of the company for 
taxation purposes and must bear tax at the current rates before being deducted from 
the trading profits for the year. There is a further obligation that if the sinking 
fund does not provide for the total extinction of the issue within the term of its 
life, then provision must be made on the final redemption date for the replacement 
or repayment of that portion which has not been redeemed meantime. 

During the past two years considerable amounts of capital have been raised by 
means of short-term unsecured loan notes carrying attractive rates of interest. These 
have been mostly issued by companies requiring temporary finance in addition to 
their normal banking facilities to cover the increased cost of raw materials. 

Holders of these notes rank as ordinary creditors of a company and in most cases 
the bank ranks before them. In other words, the holder of such a security becomes 
an ordinary trade creditor of the business and if liquidation occurs receives only 
the same treatment as a trade creditor, but is paid out in priority to preference or 
ordinary shareholders. 

In some cases notes have carried a provision for conversion into ordinary shares 
at certain specified dates during the term of the life of the notes. 


CoNcLUSION 


There are one or two points of interest in the attitude and practice of the insti- 
tutional investor which influence the methods of raising money for financing busi- 
nesses. Insurance companies and investment trusts avoid acquiring majority hold- 


ings in any concern and do not seek to purchase the entire equity of any business. 
A majority or total equity holding in a business makes it a subsidiary and might 
impose the obligation of managing, or supervising the management, of such a busi- 
ness. Insurance companies and investment trusts are not in a position to provide 
technical or industrial management and can only provide, if required, financial 
direction. In certain cases therefore syndicates are formed to finance companies, or 
acquire large lines of share capital therein. Such syndicates are formed, not infre- 
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quently, of insurance companies, investment trusts, merchant bankers, and others 
having funds to invest. Latterly, former coal and iron and steel companies, who 
have acquired cash as a result of the nationalization of their industries, have been 
making investments by this method. 

Investment trusts, insurance companies, and other institutional investors are 
quite willing to invest in shares which have no quotation on any stock exchange 
provided that a sufficiently generous yield is obtainable to compensate for lack of 
marketability. 

From the above necessarily brief study of the methods of financing British in- 
dustry since the war it can be appreciated that nearly every known method of raising 
money has been used. Throughout 1951, the capital market has operated cautiously 
and on conservative lines, but there is ample evidence that British institutional in- 
vestors will continuously seek to acquire equity holdings of proved merit and value 
and in every way assist in the development of British industry. 
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The 
DUKE BAR JOURNAL 


A law review prepared by students of Duke Law School, and 
devoted to a discussion of legal topics of current interest. 


The March edition of the Duke Bar Journal includes: 


Television Programming—Its Legal Limitations; 

Anti-Miscegenation Laws in the United States; 

The Serviceman and Vicarious Liability; 

Due Process of Law and Economic Legislation—North Carolina 
Style; 

Protection of Privileges and Immunities of United States Citizens 
Against Interference by Individuals; 

Reemployment Rights of the Veteran; 

Acquittals or Convictions as Bars to Prosecutions for Perjury; 

Taxation: A Trust As a Family Partner. 


The June edition of the Duke Bar Journal includes: 
The Demise of Race Distinctions in Graduate Education; 
Constitutional Questions Concerning Cognovit Notes; 
Blank Stock Techniques in North Carolina; 
Habeas Corpus in Extradition Proceedings; 
Penalty Clauses in Government Contracts—Applicable Law and 
Validity; 
Criminal Sanctions for Group Libel: Feasibility and Constitutionality; 
Trade Union Democracy; 
The “Right” to Practice Law. 
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Subscription rate: Single copy, $1.00; two issues per year. 


Address subscriptions and inquiries to 


The Business Manager 
DUKE BAR JOURNAL 


DuxKeE Law ScHooi 
Durham, North Carolina 
































THE JOURNAL OF FINANCE 


Published by THE AMERICAN FINANCE ASSOCIATION 


Volume VI, No. 4 (December, 1951) includes: 


Population Movements and Investment (I)............Joseph J. Spengler 
Tax and Nontax Motivations for Mergers. .J. Keith Butters and John Lintner 
The Role of Government in the San Francisco Bay Area 

Mortgage Market..... Paul F. Wendt and Daniel B. Rathbun 
Quality versus Price as Factors Influencing 

Common Stock Price Fluctuations... . .......John C, Clendenin 
American Trading in Foreign Securities re .. Jacob O. Kamm 
The Financial Policies of Churches Pe Charles N. Millican 
The Budget as a Measure of the 

Federal Urban Housing Programs ; Fred E. Case 
Criteria for Government Expenditure: Comment............ J. M. Buchanan 


Active membership dues, including $3.00 allocated to subscription to The 
Journal of Finance, are $5.00 annually. Active membership is limited to 
individuals. 

Subscribing membership is open to institutions as well as individuals. Dues 
are $10.00 or more for individuals and $25.00 or more for institutions and 
include the subscription to The Journal of Finance. 

Libraries may subscribe to The Journal at $4.00 annually and single copies 
may be purchased for $1.25. 

Applications for membership in the American Finance Association and sub- 
scriptions to The Journal of Finance should be addressed to the Secretary- 


Treasurer, Edward E. Edwards, School of Business, Indiana University, 
Bloomington, Indiana. 

Communications relating to the contents of The Journal of Finance should 
be addressed to the Editor, Marshall D. Ketchum, School of Business, Uni- 
versity of Chicago, Chicago 37, Illinois, or to the Associate Editor, J. Fred 
Weston, School of Business Administration, University of California, Los 
Angeles 24, California. 


To E. E. Edwards, Secretary-Treasurer 

AMERICAN FINANCE ASSOCIATION 

School of Business 

Indiana University 

Bloomington, Indiana 

(an active 

I desire to become (a subscribing) member of the American Finance Association, 
and enclose herewith my check for $ in payment of dues for the 
year 1952, of which amount $3.00 is for a year’s subscription to the Journal of 
Finance. 





Mailing Address 


























DUKE UNIVERSITY 
SCHOOL OF LAW 


FACULTY 1951-1852 


Axtuur Hoxiis Evens, B.Ph., A.M., M.P.A., Ph.D., LL.D., Passiwenr or THe Univeasrry. 


Josep A, McCain, Jr., Dean anp Prorzsson or Law. B.A. 1925, LL.B. 1924, LL.D. 1941, Mercer 
University; J.S.D. 1929, Yale University; LL.D. 1944, Tulane University; Duke University since 1950. 

W. Bryan Boric, Proresson or Law. A.B. 1917, Duke University; B.A. 1923, B.C.L. 1924, M.A. 
1927, Oxford University; Duke University since 1927. 

Joun S. Brapway, Prorzsson or Law anp Dmecror op THe Lecat Arp Cunic. A.B. 1911, A.M. 1915, 
Haverford College; LL.B. 1914, University of Pennsylvania; President, Association of Legal Aid 
Organizations, 1940-41; Duke University since 1931. 

Epwin C. Bryson, Assoctars Prorzsson or Law. LL.B. 1937, University of Oregon; General Counsel, 
Duke University, since 1945; Duke University since 1931. 

Rosrwson O. Eversrr, Assistant Paorzsor or Law. A.B. 1947, LL.B. 1950, Harvard University; Duke 
University since 1950. 

H. Craupgz Horacx, Paorzsson or Law Ementrus. Ph.B. 1899, LL.B. 1900, State University of Iowa; 


LL.B. 1904, Harvard University; LL.D. 1937, Tulane University; LL.D. 1939, Wake Forest College; 
President, Association of American Law Schools, 1929; Duke University since 1930; Dean, 1934-47. 


Roszar Kramer, Paorzsson oF Law. A.B. 1935, LL.B. 1938, Harvard University; Duke University 
since 1947. 


Exvm R. Larry, Proresson or Law. B.S. 1923, Bowdoin College; J.D. 1930, University of Michigan; 
J.Sc.D. 1936, Columbia University; Duke University since 1937. 

Cuartes H. Livencoop, Jr. Proresson or Law. A.B. 1931, Duke University; LL.B. 1934, Harvard 
University; Duke University since 1946. 

Cuantes L. B. Lownpzs, Paorzsson or Law. A.B. 1923, Georgetown University; LL.B. 1926, S.J.D, 
1931, Harvard University; Duke University since 1934. 

Dovotas B. Maocs, Prorzsson or Law. A.B. 1922, J.D. 1924, University of California; $.J.D. 1926, 
Harvard University; Duke University since 1930. 

Maxrcoum McDzamorr, Prorzsson or Law. A.B. 1910, Princeton University; LL.B. 1913, Harvard 
University; Duke University since 1930. 

Daxz F. Sranssury, Prorzsson or Law anp Facurry Dmecror or Law Liprary. B.S. 1914, Valparaiso 
University; LL.B. 1917, Indiana University; J.S.D. 1929, Yale University; Duke University since 
1946. 

Rosunr R. Wirsow, Prorzsson or Pourmcat Science anp Lecruren tn InrernnationaL Law. A.B. 
1918, LL.D. 1940, Austin College; A.M. 1922, Princeton University; Ph.D. 1927, Harvard University; 
Duke University since 1925. 











The Law School of 
Duke University 


The Law School of Duke University is a member of the Association 
of American Law Schools and is on the list of “Approved Law Schools” 
of the American Bar Association. The course of study provided covers 
the wide and varied range of subjects found in other national law schools. 
The training given is designed to prepare lawyers for practice in every 
state. Indicative of the national character of the School is the fact that 
the student body is drawn from thirty states and 83 colleges and 
universities. 


The School of Law requires for admission the satisfactory completion 
of three years of academic work, but provision has been made for the 
admission of veterans who have earned not less than two years of col- 
lege credits of good quality. Beginning students may enroll at the open- 


ing of the Fall semester. 


The Law School occupies a building constructed on the Duke Univer- 
sity campus in 1930. Its well-rounded law library, with a collection of 
over 85,000 volumes, is the largest in the South. Living accommodations 
for law students are provided in the new Graduate Dormitory Center. 
The beautiful location in the Duke Forest and the healthful climate of 
the Piedmont section of North Carolina afford an excellent environment 
for intellectual work. 


Information as to courses of study and probable expenses will be sent 
upon inquiry to 


Tue Dean, Duxe Universtry Law ScHooi 
Box C, Duke Station 





